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No concept is more deeply imbedded in micro- 
economic theory than the notion of a production 
function. On fairly well-established empirical 
grounds, this function is generally assumed to 
obey the Law of Diminishing Marginal Returns, 
i.e., over the relevant range of input magnitudes, 
the marginal product of each input diminishes as 
its usage is expanded while all other inputs are 
held constant. Transmuted by a sort of alchemy 
into a fundamental element in the theory of distri- 
bution, the production function became the basis 
for the familiar proposition that marginal produc- 
tivity determines real interest, wages, and rent.? 


1The study resulting in this publication was 
made under a fellowship granted by The Ford 
Foundation. However, the conclusions and opin- 
ions in this publication are those of the author 
and are not necessarily those of The Ford Founda- 
tion. 

I am obliged to my colleagues, Professor J. J. 
Spengler and Professor C. E. Ferguson, for fre- 
quent exchanges of ideas concerning the theory of 
marginal productivity. 

2 For an analysis of the conceptual difficulties 
involved in the imputation of marginal products 
to factors of production see “On the Meaning of 
the Marginal Product’’ by Fritz Machlup, re- 
printed from Explorations in Economics, McGraw 
Hill, 1936, in Readings in the Theory of Income 
Distribution, The Blakiston Co., 1946. 

For an analysis of the thought-process by which 
the neo-classical doctrine of marginal productivity 
derived and departed from the Ricardian model, 
see ‘“‘Alternative Theories of Distribution’’ by 
Nicholas Kaldor, Review of Economic Studies, 
XXIII, (1955-56), pp. 83-91, reprinted in Essays 
in Economic Thought (Rand, McNally 1960), par- 
ticularly pp. 747-750. 

Georgescu-Roegen has pointed out, for example, 
the logical impossibility of imputing a marginal 
product to any other factor in the region where a 
particular factor is limitative. N. Georgescu- 
Roegen, ‘‘Economic Theory and Agrarian Eco- 
nomics,’’ Ozford Economic Papers, N. S., Volume 
12, No. 1, February 1960. The logic of any national 
production function, however, depends upon 
limitation of the supply of factors. 


This latter concept has survived, even though 
contemporary theorists realize that there are not, 
in fact, simply two or three factors of production 
which can be considered homogenous. Indeed, 
the concept has survived despite the logical 
difficulties in imputing the traditional distribu- 
tional shares to such separate generalized factors 
on the basis of statistical data available.’ 

The concept also eventually took on the form 
of a declining marginal productivity for invest- 
ment in general. Assuming that increased invest- 
ment meant the employment of increased quan- 
tities of capital, at any moment in time, all other 
factors being assumed to remain unchanged in 
quantity, it was held that a declining marginal 
return per unit of capital was to be expected. 
The concept has survived the difficulties of 
answering the often raised question‘ of just why 
there should be a declining curve of marginal 
productivity for the sum of invested factors, 
however defined. 

Robert Solow has raised the question of 
whether neo-classical theory has relevance to the 
statistical aggregates available to us. “But what 
does neo-classical theory lead one to expect about 
relative shares, the rate of profit and other aggre- 


3 Apart from the general conceptual difficulties 
involved in defining factors of production, Pro- 
fessor T. W. Schultz has pointed out the logical 
difficulties in embodying all capital investment in 
the factor ‘‘capital,’’ since much investment is 
actually in labor. See his ‘“‘Investment in Man, 
An Economist’s View,’’ Social Science Review, Vol. 
XXXIII, No. 2, June 1959, and ‘‘Capital Forma- 
tion by Education,”’ Journal of Political Economy, 
Vol. LXVIII, No. 6, December 1960. 

* As Professor Frank Knight put it, “‘if new in- 
vestment can be freely directed to all uses, 7.e., 
embodied in all types of productive agents indif- 
ferently, it will not be subject to diminishing re- 
turns.’’ ‘On Diminishing Returns from Invest- 
ment,’’ Journal of Political Economy, March 1944, 
p. 33. 
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gates? In general, very little.”"> He goes on to say, 
“A notation like the stock of real capital is no 
problem for the theory because the notion never 
occurs; real capital is not bought or sold in any 
market.’’* It would be more logical to say that 
the notion of the stock of real capital did indeed 
exist for neo-classical theory, but the theory does 
not explain whether and how existing financial 
statistical data are related to the stock of real 
capital. 

These conceptual difficulties remain when the 
marginal productivity of capital is transformed 
into the Keynesian concept of the marginal effi- 
ciency of capital, or, as it was to be more appro- 
priately termed by Lerner,’ the marginal effi- 
ciency of investment. As Keynes put it, in terms 
which he recognized as applicable to what had 
generally been called the marginal productivity 
of capital: “If there is an increased investment 
in any given type of capital during any period of 
time, the marginal efficiency of that type of 





5’ However, in spite of the scepticism which 
substantially all theorists must have about its 
validity, the concept of a national production 
function is sometimes still referred to as a possible 
explanation of the alleged constancy of distribu- 
tional shares. For example, as Schumpeter put it, 
“|. . Now, if there were any sense in speaking of a 
national production function at all, first-order 
homogeneity of this function would supply a very 
simple explanation of a remarkable fact, namely, 
the relative constancy of the main relative shares 
of ‘factors’ in the national dividend.”’ Joseph A. 
Schumpeter, History of Economic Analysis (New 
York: Oxford University Press, 1954), p. 1042. 

6 Robert Solow, ‘On Productivity,’’ Review of 
Economics and Statistics, August 1959, p. 282. 
Solow also notes the logical difficulty of excluding 
intangible capital formation in education, in 
health and in research from computations of the 
capital-output ratio. He refers to Schultz’ esti- 
mate that educational expenditures in the United 
States amounted in 1956 to 28 per cent of gross 
physical capital formation. “Investment and 
Economic Growth: Some Comments,’’ Produc- 
tivity Measurement Review, No. 19, November 
1959. But if the capital output ratio would be 
affected by the inclusion or exclusion of intangible 
capital from the computation, so would the com- 
putation of any production function. It would not 
be only a question of whether the capital “‘factor’’ 
of a production function would be larger or 
smaller, but of whether educational expenditures, 
for example, would be computed as an addition to 
the “capital factor’”’ to the “‘labor factor.”’ 

7A. P. Lerner, “On the Marginal Product of 
Capital and the Marginal Efficiency of Invest- 
ment,” Journal of Political Economy, 1953, pp. 
1-14. 


capital will diminish as the investment in it is 
increased, partly because the prospective yield 
will fall as the supply of that type of capital is 
increased, and partly because, as a rule, pressure 
on the facilities for producing that type of capital 
will cause its supply price to increase. . . . Now it 
is obvious that the actual rate of current invest- 
ment will be pushed to the point where there is no 
longer any class of capital-asset of which the 
marginal efficiency exceeds the current rate of 
interest.”* This is obviously no explanation of 
why the marginal efficiency of capital in general 
would decline as quantities increased. 

If, in spite of the formidable conceptual diffi- 
culties, the validity of some sort of concept such 
as the marginal efficiency of investment could be 
assumed, are there data in the American economy 
which might measure this marginal efficiency? 
An easy answer would be to find the marginal 
efficiency of investment measured simply by the 
market rate of interest. But such an answer would 
not only be contrary to the Keynesian analysis, 
it would obviously be tautological. What would 
ideally be required, if the implication so firmly 
imbedded in economic theory of a declining curve 
of marginal efficiencies of capital were valid, 
would be a schedule of marginal efficiency declin- 
ing with increased amounts of capital invested. 
Such demand schedules are, of course, notoriously 
difficult to construct from historical data even for 
commodities, and it is clear that the difficulties 
would be insurmountable for constructing a 
demand schedule for quantities of capital reflect- 
ing a declining marginal efficiency of investment 
based upon historical data. 

Since it is not feasible to construct such a 
schedule and curve, one may inquire whether 
there are data which could at least be taken to 
represent the marginal efficiencies of investment 
at.a succession of points in time as reflected in the 
capital market. Such data could certainly not be 
taken to represent a schedule of capital yields 
varying with quantities, nor to represent increas- 
ing quantities of capital taken at decreasing rates 
of interest. On the analogy of commodity mar- 
kets, one would have only a series of market 
prices over time. On the general assumptions of 
economic theory, these would indeed represent a 
series of market intersections of a like number of 


8 J. M. Keynes, The General Theory of Employ- 
ment, Interest and Money (London: Macmillan, 
1936), p. 136. 
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curves of declining marginal efficiency of capital 
and supply curves of capital, with a consequent 
identity of the market rates of interest and the 
rates of marginal efficiency of capital at the 
succession of points in time. Let us see, however, 
whether any data available to us will show us even 
the one point of intersection of the current mar- 
ket of the marginal efficiency of investment and 
the market rate of interest at a moment in time. 

Data on the rate of profit return on corporate 
investment in manufacturing, while they would 
not represent the marginal efficiency of invest- 
ment for the whole economy, might be examined 
to see whether they might serve as a sort of 
limited proxy for this purpose. Data taken from 
the Quarterly Financial Reports of Manufactur- 
ing Corporations, published by the Federal Trade 
Commission and the Securities and Exchange 
Commission show annual rates of profit on stock- 
holders’ equity for all manufacturing corporations 
after federal income taxes as shown in Table I. 

A report of the Federal Trade Commission 
published in 1957 showed rates of return on stock- 
holders investment for 492 identical companies in 
25 selected manufacturing industries for 1940 and 
1947-55.° Lanzillotti, in developing his doctrine 
of target rates of return for large companies, 
found that the average target rate of return on 
investment for twenty large companies which had 
been included in the sample of 492 companies of 
the Federal Trade Commission report cited above 
was 14 per cent after taxes. He also found that 
the average rate of return on investment for the 
twenty companies’® aciually earned in 1947-55 
was in excess of 14 per cent. 

Sidney Cottle and Tate Whitman in their 
Corporate Earning Power and Market Valuation 
1936-1956 found that the average earnings rate 
on total capital after taxes of the large number 
of companies which they studied for the years 





* Report of the Federal Trade Commission on 
Rates of Return after Taxes for Identical Com- 
panies in Selected Manufacturing Industries 1940, 
1947-55. 

10 Robert F. Lanzillotti, ‘‘Pricing Objectives in 
Large Companies,’’ The American Economic Re- 
view, Vol. XLVIII, No. 3 (December 1958) p. 
921-940. See also Pricing in Big Business, by 
Kaplan, Dirlam and Lanzillotti (Washington, 
D. C.: The Brookings Institution, 1948). It is 
noteworthy that those who criticized Lanzillotti’s 
doctrine of target pricing usually did not do so on 
the grounds that the rates of profit cited were too 
high. 








TABLE I 
ANNUAL RATES ON STOCKHOLDERS’ Equity 
(After Taxes) 
All Manufacturing Corporations 
(Percent) 

Sere ee eee meet get a 15.6 
ES eer aes eee ees 16.0 
EE rr Care rem e nn 11.6 
IE Sciacca hips bad + element eee 15.4 
EE eae ere ee vee re es 12.5 
ES cen cick nce dinette es mchgie bone oeesa tae 10.5 
DT a ka ackbanais woh wks wees ap etien 10.5 
i ake dock eid sts nt ae oad alae 9.9 
itn ends h Gd dh awa be ken craw 12.6 
EN Ccaais: Gh wikedeease Wuuha dete tater aati 12.3 
wih gona eevc nee pe bees abe a ae 11.0 
I id re gt asda Sg Ghd a ls rt A eg tas 8.6 
ETS Ee ee ee nO ee Ee Ok 10.4 
1960 (First Quarter)................... 9.8 





1951-55 was 11.7 per cent and the return on 
stockholders’ equity was 14 per cent." 

The United States Department of Labor in a 
publication of August 1959—“Statistics Bearing 
on The Steel Dispute’’—estimated profits on net 
worth after taxes of the 25 leading industrial firms 
in 1955-57 as 14.7 per cent.” Thus, wide accept- 
ance of the fact of corporate rates of profit on 
investment of more than double the market rate 
of interest is indicated." The variance in rates of 


11 Sidney Cottle and Tate Whitman, Corporate 
Earning Power and Market Valuation 1986-1955 
(Durham, N. C.: Duke University Press, 1959), 
p. 33. The difference between the rate of return on 
totai capital and upon stockholders’ equity capital 
is accounted for by Cottle and Whitman by the 
leverage provided by fixed interest obligations 
with a very low rate of interest amounting to 
about 20 per cent of total capital. 

122 United States Department of Labor, James 
P. Mitchell, Secretary, Background Statistics 
Bearing on The Steel Dispute (August 1959), p. 18. 

13Qne exception to these estimates of profit 
rates of return for large corporations which show 
a “going rate of return’’ on net worth at least 
double the market rate of interest is that of the 
Capital Goods Review, May 1959. It is the conten- 
tion of the writer of the article that adjusted cor- 
porate profits after tax as a percentage of adjusted 
net worth would amount to less than 6 per cent 
for 1950-59, if proper allowances were made for 
depreciation and inflation. This writer of the 
above article believes that unadjusted figures 
greatly understate net worth. However, if the 
increases in net worth which occurred during the 
period had been computed as part of profit, the 
rate of return would apparently have been much 
higher. 
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profit as estimated by these sources depends upon 
numerous factors, such as differences in number 
of firms covered in the sample, and differences in 
whether all capital or only equity capital is used 
as a base upon which profits are computed. The 
order of magnitude of the differences in rates of 
profit, however estimated, are not significant for 
our purposes. 

During the last couple of decades, the market 
rate of interest has rarely been above 5 per cent 
and has sometimes been below 3 per cent as can 
be seen from Charts IA and IB. These data are 
by no means strictly comparable with those on 
corporate rates of profit on investment referred 
to above, but for the purposes of this analysis, 
they serve adequately enough to show a rate of 
profit on stockholders’ investment which has been 
continuously in excess of double the current 
market rate of interest. Thus, to the extent that 
rates of profit might be taken to represent the 
marginal efficiency of investment, there was not 
a market equilibrium at which there was an 
identity with the market rate of interest, but 
instead a gap between the two which most of the 
time was greater than and sometimes was twice 
the height of the interest rate itself. 

In the long continuing controversy which has 
been carried on over the question of whether or 
not corporations aim simply at maximizing their 
profits or whether they follow some other policy 
of target rates of return or some fixed “mark up” 
above cost of production, however computed, 
there has been relatively little interest expressed 
over a question which is even more basic to 
economic theory and to industrial policy. This 
question which foilows from the data showing the 
gap between corporate rates of profit and the 
market rate of interest is: How is it possible to 
account for corporate profit rates of return which 
are so much above current interest rates? 

It might be argued that the difference between, 
say, a 12 per cent corporate rate of profit return 
on investment and the market rate of interest is 
simply due to the risk premium involved. But 
if this were so, one would have to postulate an ex 
post positive rate of risk premium far higher than 
economists have generally been willing to con- 
sider. The profit rate of return on corporate 
investment, of course, includes interest on equity 
capital, but the excess over the market rate of 
interest cannot be considered simply as a pre- 
mium for risk or uncertainty. The rates of profit 


which are so much higher than the market rate 
of interest over a period of years may logically 
be considered net returns after the results of bad 
risks which corporate investment decision makers 
have been taking year after year are averaged in 
with the results of their more fortunate risks. It is, 
of course, a matter of doubt whether there is for 
the economy as a whole any net risk premium in 
excess of the market rate of interest. While there 
can be no absolute presumption that good and 
bad risks would cancel out, it would be illogical to 
think of a substantial annual excess over interest 
costs for capital in payment for a risk which on 
a net basis has not existed and could be shown by 
experience not to have existed. Indeed, the will- 
ingness of individual purchasers of corporate 
equities to pay prices for common stocks which 
sometime give a yield no higher or even less than 
that on bonds emphasizes the doubt that the gap 
to which reference is made can be accounted for 
as a risk premium. 

If the possibility of accounting for the spread 
between the corporate profit rate of return on 
investment as due to a risk premium is discarded, 
how is it possible for there to be a substantial gap 
between the rate of profit on investment serving 
as a proxy for the marginal efficiency of invest- 
ment and the market rate of interest, on the as- 
sumption that investment would be extended un- 
til there is identity at the margin? 

A possible answer might be that if, instead of 
the data on corporate profit rate of return on 
investment, earnings/price ratios were taken to 
represent the marginal efficiency of investment, 
the gap by which the interest rate is below this 
level is greatly reduced or disappears, or indeed 
might even momentarily be replaced by a “nega- 
tive gap.”’ Over the period of the last forty years, 
the earnings/price ratio has fluctuated widely. 
In periods of low stock market prices, for brief 
and rather rare occasions, it came close to equal- 
ing corporate rates of return on investment, in 
years of stock market boom fell to less than half 
the corporate rate of profit return, and in the 
years of highest stock market prices fell some- 
times to no more than one-third that rate. It has 
been usually during periods of boom in the stock 
market that the earnings/price ratio fell almost 
as low as the interest rate. However, at the 
bottom of the Great Depression of the thirties 
when earnings had fallen so drastically, momen- 
tarily, the earnings/price ratio was even below 
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the market rate of interest. These movements 
can be seen in Chart II. 

Nevertheless, one could perhaps rationalize the 
movement of the earnings/price ratio as reflecting 
the tendency of investors to buy stocks whenever 
the earnings/price ratio was higher than the 
interest rate. This tendency is, of course, greatly 
modified by speculation concerning future stock 
prices and yields as affected by current estimates 
of future growth, the likelihood of inflation and 
exogenous factors such as wars. 

While profit rates of return on corporate invest- 
ment have usually been two or three times as 
high as the market rate of interest, and earnings/ 
price ratios have frequently been much above 
market rates of interest, dividend/price ratios 
have been much closer to the market rates of 
interest and sometimes below it. The rate of 
return on high grade preferred stocks has natu- 
rally fluctuated much less and has been much 
closer to the market rate of interest. Fluctuations 
in the dividends/price ratio have been of much 
smaller amplitude, as can be seen from Chart II. 
It may be that the individual investor gives more 
weight to a comparison between the dividends/ 
price ratio and the interest rate than he does to 
the earnings/price ratio comparison. 

The term, “the market rate of interest,’ has 
thus far been used as though there were a unique 
rate. For the purpose of analyzing the relation 
of the marginal efficiency of investment to the 
market rate of interest, the rate of interest on 
long term bonds of the Federal government 
seems most nearly representative of the “pure 
rate of interest.”” Perhaps, however, the interest 
rate on high grade corporate bonds might be even 
more appropriate for comparison. There is ob- 
viously a whole spectrum of interest rates among 
which a choice might be made. For the purposes 
of this analysis, however, a comparison between 
the rate of interest and the various alternative 
measures of the marginal efficiencies of invest- 


14 Of course, if net capital assets of corporations 
were continuously revalued at their capitalized 
earning power, as the securities market very 
roughly and imperfectly tends to do for the stocks 
which represent these net assets, earnings/price 
ratios, corporate rates of profit and the market 
rate of interest would all three tend towards 
equality. But computed in terms of the cost of 
production of corporate assets devoted to invest- 
ment, the disparity between the market rate of 
interest and corporate rates of profit would still 
exist. 


ment may be made almost regardless of which 
rate is taken to represent “the market rate of 
interest.” In Charts IA and IB, the movement 
of a spectrum of market rates of interest is shown. 

Do the earnings/price ratio of stocks, or the 
dividends/price ratio, at least at those times 
when they are closer to the market rate of inter- 
est, more nearly reflect what might be logically 
considered the marginal efficiency of investment 
than does the corporate profit rate of return on 
investment? From the standpoint of the individ- 
ual investor, it is clear that the earnings/price 
ratio or the dividends/price ratio does more 
nearly reflect what to him is the marginal effi- 
ciency of investment. It is clear that at the mo- 
ment of investment this is the comparison the 
individual investor has to make, instead of with 
some much higher rate of corporate profits re- 
turn which he might have realized had he pur- 
chased stocks at an earlier time. Corporate profits 
have been “bid up on him” so that he can cur- 
rently purchase the right to participate in these 
profits at an earnings/price ratio only a little 
higher than the current rate of interest. But 
neither the earnings/price ratio nor the divi- 
dends/price ratio coincides with the much higher 
margin at which investment is halted by cor- 
porate decision makers. 

It is not a simple matter to compute the mar- 
ginal rate of return on new investment expected 
by corporations on a contemplated investment. 
Corporations must expect a higher rate of return 
on new investment than the current rate of return 
on investments already made, sirce there is a 
continual tendency for old investments to earn 
only a falling rate of return due to competition 
of additional new investment, shifts in consumer 
demand, new technology and the like. Further- 
more, corporations must often make investments 
in repairs and to replace worn out equipment 
simply to avoid a loss. While, strictly speaking, 
such investment may be thought of as having as 
high a rate of return as new investment, the book- 
keeping rate of return on past investment is 
lowered. 

Somewhat paradoxically, however, corpora- 
tions must count on a period of no returns at all 
while construction of new initial facilities is taking 
place and while these facilities are being put into 
operation, followed by a period of low returns as 
operational “know-how” is developed, followed 
in turn by peak returns as maximum efficiency 
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in production and marketing is attained. Conse- 
quently, corporate executives who screen invest- 
ment alternatives must be able to foresee a 
particularly high rate of return during a brief peak 
period to compensate for lower returns on both 
sides of this peak. Between the time of the invest- 
ment decision and the time when competition of 
other corporations making similar investments, 
the development of new processes of production 
and the development of new products begins to 
cut in on the market and to reduce the rate of 
return below the average, there may be, say, ten 
years of which for only half of the period was the 
above-the-average rate of return being received. 
Thus, corporate executives commonly distin- 
guish between the average rate of return on 
existing investment and the higher rate of return 
which they use in screening new investment 
proposals while allowing for a brief initial period 
of no return and low return on investment. As 
has been pointed out, the evidence shows that 
the typical corporate executive during the last 
decade would generally have been able to choose 
among investment alternatives which afforded a 
rate of return more than twice as high as the 
market rate of interest and part of the time at 
double the earnings/price ratio. 

In screening investment opportunities, the 
position of the corporate decision maker is quite 
different from that of the individual investor in 
the stock market. The corporate executive re- 
quires a rate of return which will enable any new 
investment contemplated to earn on an average 
over its life more than double the current market 
rate of interest, if the new investment assets are 
to be brought under the corporate tent without 
lowering the yield on the pre-existing assets 
which have had their value “run up” on an 
earnings/price market evaluation. Corporate 
decision makers could not do this, however, unless 
other corporate decision makers were following a 
like pattern and unless corporate investment 
funds were limited enough in supply in relation 
to investment opportunities that this could be 
done. This would imply that if no investment 
opportunities exist which would yield at least 
double the current market rate of interest, funds 
are withheld by corporate executives. These 
executives thus tend to limit their new investment 
funds to those internally generated whenever 
investment opportunities do not yield double the 
market rate of interest instead of going out to 


borrow additional funds at, say, 5 per cent or 
they might even lend surplus funds at low rates 
in the short term market until longer term invest- 
ment opportunities at the higher rate become 
available. Corporate executives might, on the 
other hand, decide to borrow outside funds if 
the investment opportunity were such as to 
promise a return greater than the customary 
profit return on corporate investment. 

This would mean, for example, that unless, 
say, 12 per cent investment opportunities were 
available, corporate decision makers ordinarily 
would not “trade on the equity” by borrowing 
additional fixed interest funds even when such 
rates were no higher than, say, 5 per cent.!® This 
is apparently so, even though individual in- 
vestors are willing to go into the securities market 
and purchase common stocks to yield no more, 
and sometimes even less, than the going interest 
rate. This would mean that through the cor- 
porate mechanism funds could be invested at 
rates as high as 12 per cent, while individual 
investors who had to go through the corporate 
mechanism to have access to these 12 per cent 
opportunities could only do so by “buying into” 
this favored institutional arrangement at prices of 
common stocks which tended to equalize the 
earnings rate on their investment with the current 
market rate of interest, say, 5 per cent. 

Some part of the difference between the market 
rate of interest and the corporate profit rate of 
return on investment might be accounted for if we 
regard the corporation as part of the mechanism 
which facilitates the investment process by 
individuals. One might, however, expect that the 
major portion of such costs would be included in 
costs before profits were computed. It seems 
possible that some of these costs do not get 
registered as deductions before corporate profits. 

One might ask the absurd question, “Does this 
mean that by the act of incorporation an individ- 
ual could double his return on his funds available 


15 Franco Modigliani and Merton H. Miller 
have explained this process by which a corporate 
executive compares the going rate of profit which 
can be generally expected on new corporate in- 
vestments with that which the corporation can 
expect from a particular investment, instead of 
comparing the latter rate with the market rate of 
interest. ‘The Cost of Capital, Corporation 
Finance and The Theory of Investment,’’ The 
American Economic Review, Vol. XLVIII, No. 3 
(June 1958), particularly pp. 288-289. 
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for investment?’ The answer must be that it is 
not the act of incorporation which counts, but 
instead, the whole institutional set-up of the 
typical large corporation, including its access to 
markets, its research organizations, its industrial 
knowhow, its executive talent, its financial con- 
nections and the like. It is this “infrastructure” 
of the corporations which is, so to say, in limited 
supply—not the quantity of funds which individ- 
ual investors have to offer—otherwise the two 
rates would have to come together.'* Individual 
investors have to bid up the prices of these cor- 
porate infrastructures, thus lowering the earn- 
ings/price ratios.” 

Another possible explanation is that corporate 
rates of profit so much above market rates of 
interest are a function of the scale of production 
and that this accounts for the differential between 
what individuals can earn on investment and 
what large corporations can earn. The doctrine 
that high rates of corporate profits reflect the 
advantages of size would, however, require the 
additional assumption of ‘‘administered prices,” 
oligopoly, price leadership, or perhaps only 
“workable competition” to explain why competi- 
tion among large corporations did not reduce 
average profits to the “normal” level of the 
market rate of interest after provision for covering 
all costs. Recent convictions of officials of major 
corporations in the electrical machinery industry 





16 Mr. Harold Linder, formerly Assistant Secre- 
tary for Economic Affairs, now Chairman of the 
Export-Import Bank, who possesses an intimate 
knowledge of corporate financial structures and 
investment patterns, has suggested the use of the 
term ‘‘infrastructure’’ to refer to the corporate 
organization as it performs services for the in- 
dividual investor which he is not in a position to 
perform for himself. The term was coined in con- 
nection with the strategic and financial aspects of 
NATO logistics. 

17 It may be questioned why the components of 
the infrastructure, such as personal qualities of 
corporate executives, do not command a rental or 
wage price such that the difference between the 
corporate profit rate of return and the interest 
rate or the earnings/price ratio would disappear. 
The explanation may be that the entire complex 
has a value which cannot be imputed to individ- 
uals so that they can command a price for their 
“‘share’’ in it. Perhaps the rate of personal income 
tax on upper bracket income which lessens the 
motive for seeking very high salaries may be a 
factor here. 


for violations of anti-trust laws perhaps lends 
substance to this assumption.” 

If this were so, we would expect a spectrum of 
profit rates ranging from the highest earned by 
large corporations through medium rates earned 
by smaller corporations to the lowest rates earned 
by very small corporations, partnerships and 
individuals. Statistical evidence is inconclusive, 
but there is some evidence that this may be so. 
However, the variation between rates of profit 
earned by large and small corporations is not 
nearly great enough to account for the great gap 
between the market rate of interest and the 
corporate rate of profit return on investment. 

Some idea of the variance in annual rates of 
profit on stockholders’ equity in relation to asset 
size can be seen from the following tables for each 
quarter of 1949 and for each quarter of 1959. 
Although the tables are not strictly comparable, 
they both show a rough positive correlation 
between size and rates of profit. Roughly the 
same sort of correlation exists for the intervening 
years between 1949 and 1959.!9 

It should be noted that these data teli us noth- 
ing about the earnings/price ratios or the divi- 
dends/price ratios of large as compared with 
small corporations. One might expect that there 
would, in fact, be a negative correlation. A British 
study indicates that this is so for the United 
Kingdom.”° 

Investors who have large sums available and 
who have or can purchase expert knowledge and 
who have wide corporate connections probably 
can avail themselves of some of the same invest- 


18JIn February 1961, high officials of substan- 
tially all the major companies producing heavy 
electrical equipment were sentenced to pay fines, 
and in some cases to jail terms, for long-continued 
violations of the anti-trust laws. The companies 
themselves were sentenced to pay large fines. 
These companies all entered pleas of guilty or no 
contention to the charges. New York Times, Feb- 
ruary 7, 1961. 

19 Data for 1949 computed from Table 6, p. 17, 
Federal Trade Commission and Securities and 
Exchange Commission, Quarterly Industrial Fi- 
nancial Report Series, for all United States Manu- 
facturing Corporations, Fourth Quarter 1949. 

Data for 1959 from Table 5, p. 11, Federal Trade 
Commission and Securities and Exchange Com- 
mission, Quarterly Financial Report for Manufac- 
turing Corporations, Fourth Quarter 1959. 

20 E. V. Morgan and Cynthia Taylor, ‘‘Relation- 
ship Between Size and Yield of Joint Stock Com- 
panies,’’ Economica (May 1957), pp. 116-127. 
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ment opportunities as can the corporations them- 
selves. Sometimes this will involve the use of an 
existing closely controlled corporation, or it may 
involve a special package deal by which invest- 
ment funds are furnished only on condition of 
special opportunity for equity participation. 
During periods of “tight money,” such deals 
become common. 

It is true that corporate executives cannot 
always count upon being able to obtain prices for 
products so that the going rate on investments 
will be as high as, say, 12 per cent after taxes. 
During recessions, corporate decision makers are 


TABLE II 
Prorit Ratios By Size Ciass 












































not confronted by the happy choice of alternative 
investments paying 12 per cent after taxes. They 
may be faced with a situation in which momen- 
tarily there are no profits at all being earned and 
the prospect for future profits is quite uncertain 
in the face of what looks like over-capacity. When 
such a rate of return on corporate investment 
cannot be obtained, the corporate executive is 
likely to have a choice between what he con- 
siders “cut-throat competition” and idle facilities. 
When facilities are kept idle, although profits 
cannot be maintained at the previous level as 
volume shrinks, this idle capacity reflects the 
judgment of corporate decision makers that cut- 
ting of prices in which labor costs are so large a 
component is not a superior alternative to re- 
stricting production as a means of maximizing 











Annual rate of return on stockholders’ equity profits or minimizing losses. When and if govern- 
sical mental monetary and fiscal policy once more 
(thousands of | Before Federal taxes | After Federal taxes encourages general expansion of demand for goods 
ne and services, the former rates of profit return on 
1Q | 20 | 3Q | 4Q | 10 | 20 | 3Q | 4Q ‘ ‘ 
1949 | 1949 | 1949 | 1949 | 1949 | 1949 | 1949) 1949 investment can be resumed. 
Sal SGT GES eR a MEE dees BOON It may be that such a gap between interest 
All sizes |20.4/16.8/18.8/18.0/12.8)10.4)12.0) 11.6 rates and profit rates of return on investment 
1 to 249 —_|14.4110.4/14.0| 0.4| 8.8] 4.8| 8.4/2.9 Could not persist indefinitely. Governmental anti- 
250 to 999 |17.2/12.8 16.0)10.4 9.6 6.8 9.2} 5.6 trust suits, increased competition from abroad 
1,000 to _//17.2/15.2/16.0}13.6|10.0| 8.8| 9.2} 8.0 and labor union pressure for higher wages might 
4,999 squeeze this gap. “Incentive” stock options to 
5,000 to 20.0/16.0)17.2/16.6)12.0) 9.6)10.4) 11.2 corporate executives may take away some of the 
99,999 - gap by transferring earnings from the corporation 
esares — i a ok eee ose entity to corporate executives as individ- 
vented | | uals. Whether a substantial reduction in the gap 
TABLE III 
ANNUAL Rates OF ProFit ON STOCKHOLDERS’ Equity, By AssEeT SIzE 
(Percent) 
Before Federal Income Taxes After Taxes 
Asset Size 
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 
1959 | 1959 | 1959 | 1959 | 1959 | 1955 | 1959 | 1959 
All manufacturing corporations, except newspa- 

NS oc kra a Ale ate accent ot Sesbrinds  H acosa wi ACE oleh eee 18.7 | 23.1 | 17.1 | 16.8 | 10.0 | 12.5| 9.6) 9.6 
ehh cc cc Cod uwan pun eee 12.5 | 20.4 | 21.1) 8.8] 5.7] 11.7] 12.4] 3.3 
ee Se Bi IS osc b cn cceccancvcuess 15.4 | 19.7 | 19.5 | 14.0} 7.0|10.0} 9.8| 6.6 
$5 million to $10 million..................... 14.4 | 21.1 | 20.4 | 15.8; 6.8 | 10.5 | 10.1 7.8 
$10 million to $25 million.................... 16.7 | 22.1 | 20.1 | 19.2; 8.1] 11.1] 10.1] 9.9 
$25 million to $50 million.................... 17.3 | 21.6 | 19.7 | 18.2} 8.5|10.8| 9.8] 9.5 
$50 million to $100 million................... 18.5 | 23.3 | 22.1 | 19.5 | 9.5 | 12.0; 11.4 | 10.4 
$100 million to $250 million.................. 20.7 | 25.0 | 20.7 | 21.1 | 10.5 | 13.0 | 10.6 | 11.4 
$250 million to $1,000 million................. 18.5 | 23.3 | 16.1 | 17.1 9.9 | 12.2; 8.8] 9.9 
Ay I CE QE aos csv cies xiv cnnces 21.7 | 24.5 | 12.1 | 15.9 | 12.9 | 14.3] 8.6] 10.7 
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would on balance stimulate, or, on the contrary, 
lessen the incentives for corporate investment is 
uncertain. The effect of such a reduction in the 
gap would appear to reduce the supply of inter- 
nally generated corporate investment capital. 

It is noteworthy that these corporate rates of 
profit return on investment of more than twice 
the market rate of interest, apparently do not 
reflect a long term upward trend in these rates. 
Ratchford and Han, reviewing the literature in 
connection with the incidence of the corporate 
income tax, quote Lerner and Hendricksen as 
showing a slight decline from 10.9 per cent in 
1927-29 to 9.7 per cent in 1940-52, and Clendenin 
as showing a slight increase from 12.2 per cent in 
1928-29 to 13.1 per cent in 1952-55." 

It is, however, remarkable that these relatively 
high corporate rates of profit on investment have 
been maintained in spite of the great increase in 
the corporate income tax since the pre-World 
War II period. During this period, the ratio of 
sales to total capital invested increased greatly.” 
Apparently this increase in the ratio of sales to 
invested capital enabled corporations to maintain 
the rate of profit return on investment while 
paying greatly increased taxes. This reflects a 
decrease in the capital-output ratio during the 
period. 

Confining the analysis to distributive shares 
originating within corporate business, the share of 
profits in national income produced in the cor- 
porate sector before taxes remained almost un- 
changed at about 20 per cent during the same 





#1 Eugene M. Lerner and Eldon S. Hendricksen, 
‘‘Federal Taxes on Corporate Income and the 
Rate of Return on Investment in Manufacturing, 
1927 to 1952,”’ National Tax Journal, VIII (Sep- 
tember 1955), pp. 199, 202. 

John C. Clendenin, “Effect of Corporate In- 
come Taxes on Corporate Earnings,’ Tazes, 
XXXIV (June 1956), p. 396. 

Both the above referred to in: B. U. Ratchford 
and P. B. Han, “The Burden of the Corporate 
Income Tax,’’ National Taz Journal, Vol. X, No. 4 
(December 1957), p. 316. 

These estimates of corporate profit rates diverge 
somewhat from those which the writer has cited 
earlier in this article, computed from the quarterly 
financial reports for Manufacturing Corporations 
of the Federal Trade Commission and the Securi- 
ties and Exchange Commission. 

*2 Cottle and Whitman estimate the percentage 
of sales to total capital at 92 per cent in 1935 and 
at 187 per cent in 1955. Op. cit., Table 7, p. 29. 


HOOVER 


period. However, the share of profits after taxes 
declined from about 18 per cent to about 10 per 
cent.* Compensation of employees increased from 
slightly less than 75 per cent in 1921 to around 80 
per cent in 1957. (Compensation of employees 
includes wages, salaries and supplements to wages 
and salaries.) 

In summary, one may conclude that corporate 
investment decisions are not made in such a way 
that either the expected or the experienced rates 
of profit are customarily pushed to the point of 
equality with the market rate of interest. On the 
contrary, the corporate rate of profit return on 
investment is ordinarily maintained at more than 
twice the market rate of interest. Instead, invest- 
ment is ordinarily pushed only to the point where 
the expected rate of profit returns is approxi- 
mately that which could be earned on alternative 
corporate investments. While this point might 
indeed be referred to as the marginal efficiency 
of investment at a particular moment in time, its 
connection with anything which might be called 
a production function is assuredly tenuous. The 
failure to push investment to the point of coinci- 
dence with the market rate of interest appears to 
reside in part in the capability of a corporate 
economy of large scale production to prevent the 
erosive effects of unlimited competition from 
lowering the price of goods and services to the 
point where the corporate rate of return on in- 
vestment would equal the market rate of interest. 

Individual investors lacking direct access to 
investment opportunities paying the going cor- 
porate rate of profit, can avail themselves of the 
“infrastructure” of corporations through which 
such access can be secured only by bidding up the 
price of shares. There is a tendency for the earn- 
ings/price ratio to approach the market rate of 
interest, but the correspondence is not close and 
fluctuations away from the market rate of inter- 
est are wide. In a very crude fashion, one could 
say that something which might be called the 
individual investor’s estimate of marginal effi- 
ciency of investment tends to be pushed to coinci- 
dence with the market rate of interest, but the 
departures from coincidence are wide and irregu- 
lar. 


23 Data from Productivity, Prices and Incomes, 
Materials prepared for the Joint Economic Com- 
mittee by the Committee Staff, 1957, p. 29, and 
from the Survey of Current Business, November 
1959, p. 21. 
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ADAM SMITH’S THEORY OF SOCIAL SCIENCE* 
JAMES F. BECKER 


New York University 


Language, it is true, is an Art, and a glorious 
one; whose influence extends over all the others, 
and in which finally all science whatever must 


centre. 
John Horne Tooke. 


Exhibiting a common trait of men of the En- 
lightenment, the classical economists were 
afflicted with a didactic impulse to set things 
right. They were, more often than not, ideological 
innovators, conceiving of themselves as secular 
priests, shouldering the responsibility for ad- 
vancing the cause of humanity abandoned by a 
deistic God. Even the abuses and failures of the 
French Revolution scarcely dimmed their ardor. 
Despite intervening war and revolution the 
humanitarian impulse persisted and is as clear in 
John Stuart Mill’s flirtation with the Comte-ian 
religion as it is in Adam Smith’s observation on 
the function of political theory: 


... political disquisitions, if just and reason- 
able, and practicable, are of all the works of spec- 
ulation the most useful. Even the weakest and the 
worst of them are not altogether without their 
utility. They serve at least to animate the public 
passions of men, and rouse them to seek out the 
means of promoting the happiness of society.! 


An ardor so ubiquitous, an ambition so grand, 
challenges our understanding. A plurality of 
circumstances produce them, we may be sure. Yet 
one fairly simple premise, widely accepted in that 
age of remarkable scientific and political produc- 
tivity, seems basic. We find that premise permeat- 
ing Smith’s advice on the modeling of argument: 


You will be more likely to persuade, if you de- 
scribe the great system of public policy which 
procures these advantages, if you explain the con- 
nexions and dependencies of its several parts, their 
mutual subordination one to another, and their 
general subserviency to the happiness of the 
society; if you show how this system might be 


*The author is indebted to Professor J. J. 
Spengler, Duke University, for his valuable criti- 
cism and comment. 

1 Adam Smith, The Theory of Moral Sentiments, 
10th ed., London, 1804, p. 391. 
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introduced into his own country, and what it is 
that hinders it from taking place there at present, 
how these obstructions might be removed, and all 
the several wheels of the machine of government 
be made to move with more harmony and smooth- 
ness, without grating upon one another, or mutu- 
ally retarding one another’s motions.” 


Here is the grand strategy underlying the 
Wealth of Nations. It rests on the assumption that 
society, like the machine, can be explained.* This 
underlies what appears otherwise to be merely 
strategic advice to the rhetorician. From this 
postulate follows something of far greater signifi- 
cance to economics than a pointing out of the 
transient virtues of the mechanical analogue. If 
society can be explained, in the scientific sense of 
that term, then one must surely look and see 
what are “the several parts (and) their mutual 
subordination to one another.”’ The ideal method 
of economic inquiry is the empirical. 

This allegiance to empirical method, as Schum- 
peter notes,‘ characterizes the classical as against 
the preclassical economics. From Smith on, this 
allegiance has seldom been sworn casually or 
cavalierly adhered to. The classicist actively seeks 
to discover what are his scientific as well as social 
obligations. What he finds is required of him, he 
attempts to cbserve. And what classicism pro- 
duces, as a consequence, are the beginnings of an 
analytic discipline whose fruits might permit of 
some satisfaction of humanitarian aspirations. 


2 Ibid., p. 390. 

3 I mean by scientific explanation a system of 
statements and propositions including, (1) state- 
ments of initial or boundary conditions, (2) law- 
like, universal propositions, and (3) a set of con- 
clusions, derived from statements of types #1 
and #2. The system must be logically consistent 
and empirically relevant. Whether it is described 
wholly linguistically, or in part in logical or 
mathematical symbols I take to be a matter of 
notational rather than substantial issue. For dis- 
cussion and references see R. B. Braithwaite, 
Scientific Explanation (Cambridge: Cambridge 
University Press, 1955). 

4J. Schumpeter, History of Economic Analysis 
(New York: Oxford University Press, 1954), p. 
535. 
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Of course there were those before Smith who 
possessed the full complement of empiricist inten- 
tions and sought simultaneously to advance the 
causes of humanity. What Smith understood, and 
what adds to his stature, is that there are certain 
definite conditions to be satisfied if both aspira- 
tions are to be realized concurrently. The scien- 
tific and the social enterprises are related. His 
theory of social science marks an attempt to 
define this relationship with precision. The fact 
that he made the attempt is itself remarkable; 
that he had considerable success in the venture 
is even more so. There is much in his theory of 
social science that is still useful; indeed, his 
principal point of emphasis is even today crucial 
to establishing a satisfactory relationship between 
science and society. 


1. SMITH ON “SYSTEM” 


In the hierarchy of goals espoused by the 
scientist as such, “explanation” is not invariably 
at the very top, though generally it is near it.5 
However, its significance stems not only from its 
exalted position within the array of objectives, 
but from the circumstance that a rather more 
than less operational notion of it often prevails. 
This is precisely so with Smith. 

He sees the terminus of successful inquiry in 
the conquest of wonder and surprise occasioned 
by the unexplained: “ ... it is the end of philos- 
ophy to allay that wonder, which either the un- 
usual or seemingly disjointed appearances of 
nature excite...’ This observation rests upon 
his considerable knowledge of the historical 
successes of the natural or scientific philosophy 
in explaining phenomena,’ and he proceeds to 
consider the specific instruments of these achieve- 
ments. Natural philosophy, he observes, “... 
never triumphs so much, as when, in order to 
connect together a few, in themselves, perhaps, 
inconsiderable objects, she has, if I may say so, 
created another constitution of things, more 


5 “The word explanation occurs so continually 
and holds so important a place in philosophy that 
a little time spent in fixing the meaning of it will 
be profitably employed.’’ John Stuart Mill, A 
System of Logic, 8th ed. (New York: Longmans, 
Green and Co., 1930), p. 305. 

* Adam Smith, Works of Adam Smith, Dugald 
Stewart, editor, London, 1811, V. 5, p. 133. All 
subsequent references to Works are to V. 5. 

7 See ‘‘The Principles Which Lead and Direct 
Philosophical Enquiries, Illustrated by the His- 
tory of Astronomy,” Jbid., pp. 53-190. 
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natural, indeed, and such as the imagination can 
more easily attend to, but more new, more con- 
trary to common opinion and expectation, than 
any of those appearances themselves.”* The 
wonder of natural philosophy is that it succeeds 
in allaying wonder through the medium of an 
artificial device, the explanation. 

Elsewhere he gives other hints as to the nature 
of this device and the means to its construction. 
It is to be built “ . . . by representing the invisible 
chains which bind together all these disjointed 
objects. . ..” In this way the natural philosophy 
“endeavors to introduce order into the chaos of 
jarring and discordant appearances.’’® And yet 
again, in a famous passage, he describes his vision: 


Systems in many respects resemble machines. 
A machine is a little system created to perform, 
as well as to connect together in reality, those 
different movements and effects which the artist 
has occasion for. A system is an imaginary ma- 
chine invented to connect together in fancy those 
different movements and effects which are already 
in reality performed.?° 


His terms of discourse here appear to be more 
metaphoric than precise and concrete, yet they 
convey some semblance of meaning. We may even 
think that we understand precisely what he 
means. But do we? There is little doubt that he 
advises us to construct an imaginative and fanciful 
device. This clue to his conception is invaluable. 
We can be reasonably sure that he is driving at 
the same end as that Newtonian enthusiast, Colin 
Maclaurin, an Edinburgh mathematician, who, 
before Smith, put the aim quite succinctly: “To 
describe the phenomena of nature, to explain 
their causes...and to inquire into the whole 
constitution of the universe, is the business of 
natural philosophy.’ Still, we must be cautious. 
In trying to see precisely what Smith had in 
mind we must not leap too quickly, substituting 
our own preconceptions for his own “system.” 
It is his understanding that must be probed. 


Il. THE LINGUISTIC ELEMENTS OF “SYSTEM” 


What lay behind Smith’s assumption that the 
economy could be explained? Of what did he 


8 Ibid., p. 133. 

® Ibid., p. 80. 

10 Jbid., p. 116. 

11 Cited by C. L. Becker, The Heavenly City of 
the Eighteenth Century Philosophers (New Haven, 
Conn.: Yale University Press, 1932), p. 62. 
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suppose the imaginary machine to be composed? 
On what grounds did he think that its elements 
would support the enormous burden to be placed 
upon them of dissolving our surprise? Could ques- 
tions so fundamental be overlooked? Possibly, 
but not by Smith. Some part of his answers are 
contained in his “Considerations” concerning the 
origin of language. Others are contained in his 
earlier writing on linguistic topics.” While there 
is little evidence that these works had appreciable 
direct influence on his successors, they reveal a 
great deal of what Smith himself thought about 
the possibilities of the scientific enterprise. Be- 
cause these analyses support his ambitions, their 
indirect influence is probably considerable. 

In the hypothetical historical vein to which he 
often reverts, Smith in ‘Considerations’ de- 
scribes the evolution of language along a line from 
particularity to generality, from simplicity to 
complexity, and from concreteness to abstraction. 
On the face of it, these are Locke’s ideological 
sequences all over again, but with a significant 
difference. Now it is language, and not simply 
ideas, that follows these progressions, and it is 
language, as he sees it, that must be taken as the 
starting point in any analysis either of concrete 
or ideological phenomena. The analysis of lan- 
guage must be undertaken in order to perceive 
the connection between a developing language 
and the progress of society, for he assumes that 
these are related. 

He begins with substantive nouns. These were, 
“in the original rude and primitive state,” the 
proper names of individual things. This was a 
state far removed from the linguistically sophisti- 
cated present, and mankind did not long remain 
in that linguistically primitive state. In order to 
explain man’s advance towards better things, 
Smith postulates what might be called a pro- 


12 “Considerations Concerning the First Forma- 
tion of Languages,’’ Works, pp. 1-48, was first 
appended to the second edition of the Theory of 
Moral Sentiments (1761). It is not the first intima- 
tion we have that linguistics, as Dugald Stewart 
puts it, ‘‘seems, in a peculiar degree, to have in- 
terested Mr. Smith’s curiosity’’ (Works, p. 447). 
Smith’s publishing debut in the Edinburgh Review 
(1755) was a review of Samuel Johnson’s Diction- 
ary. This was followed in the same year by a letter 
to the editors of the Review, part of whose contents 
are described below, Part III. We can assume 
tentatively a six year interval, 1755-61, during 
which he was more or less continuously concerned 
with linguistics. 


pensity to classify.“ This propensity extends the 
scope of nouns substantive from their original 
rude, singular and particular designations, to their 
present general designations of classes and cate- 
gories. The power of language to propel science 
and the society whose progress depends upon 
science, is ultimately based on men’s capacity to 
generalize. This capacity, in turn, is a gift that 
the developed language bestows upon its users. 

Smith sees this natural disposition to classify 
as one of the primary forces behind the evolution 
of language, and he sees it operating within a 
setting of psychological and physical circum- 
stances to produce the changes in the language 
that we observe historically. The first of the 
circumstances that he cites is the developing, 
though always circumscribed, perceptual capacity 
of the human organism, presumably obedient to 
biological laws. The second is the limited capacity 
of intelligence to retain and use effectively a 
primitive language whose vocabulary would 
otherwise multiply to infinity with the onrush of 
events, each of which cries for a label. Within 
these constraints, the propensity to classify pro- 
duces a language Of general terms. 

What strikes us most forcibly at this juncture 
in his theorizing is the extraordinary formal re- 
semblance between this early theory and subse- 
quent theories of political economy, and especially 
his own. He enunciates a kind of principle of scarc- 
ity in which men’s always finite and biologically 
confined intellects define the one pole, while men’s 
perceptual capacities, swelling under the impress 
of an improving language, constitute the other. A 
reconciliation between these opposing forces of 
social circumstance, the confining and the liberat- 
ing, is effected through the medium of changes in 
the content or structure of the language. Such a 
change is the generalizing faculty of nouns sub- 
stantive. 

Smith seems to feel that there is a dyx mic 
interactive development between these poles, 
even though our perceptual capacities must 
always lag behind linguistic improvement. It is 
only after a time that the short-run disequilibrium 
between the pace of events and the quality of the 
language is dissipated. But eventually men can 





13«* | | mankind are naturally disposed to give 
to one object the name of any other, which nearly 
resembles it, and thus to denominate a multitude 
by which originally was intended to express an 
individual.” Jbid., p. 6. Italics mine. 
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be expected to grapple successfully with their 
predicament. The language does evolve, replete 
with general terms and concepts of enormous 
advantage to science and society. 

While reflecting the propensity to categorize 
or classify, language bears still another mark of 
man’s determination to comprehend his universe. 
This second feature also plays a central role in 
the promotion of all progress. The variety of 
events is infinite, he tells us, and the elemental 
terms of the language (the nouns substantive) 
would nevertheless multiply to unmanageable 
proportions were it not for this additional pro- 
pensity. We can, he assures us, break up events 
into their “metaphysical elements.” He assumes, 
though not explicitly, that events will turn out to 
have similar causes, or classes of causes, and so, 
by a process analagous to but not precisely the 
same as that of classification, we may cope with 
nature’s infinite variety. 

There is, he declares, a propensity to analyze 
which, like that of classifying, is very largely a 
natural response to circumstance.'* This pro- 
pensity, too, leaves its impress upon the structure 
and content of language, rendering it gradually 
more suitable for analyzing as weil as generalizing. 
True, language becomes structurally more com- 
plex in time, but this always carries with it the 
great compensating advantage that it becomes, 
“..more coherent, more connected, more 
easily retained and comprehended.” Again, a 
progressively more powerful language ministers 
to the natural deficiencies of our finite intellects. 

The reader of “Considerations” is struck by 
the fact that Smith is no whit disturbed to find 
that, paradoxically, the employment of meta- 
physical, i.e., general, terms leads us irretrievably 
into realms of abstraction whenever we seek to 
explain our universe empirically. Rather than 





4 |. in the beginnings of language, men seem 
to have attempted to express every particular 
event, which they had occasion to take notice of, 
by a particular word, which expressed at once the 
whole of that event. But as the number of words 
must, in this case have become really infinite, in 
consequence of the really infinite variety of 
events, men found themselves partly compelled by 
necessily, and partly conducted by nature, to divide 
every event into what may be called its metaphysi- 
eal elements, and institute words, which should 
denote not so much the events as the elements of 
which they were composed.’’ Jbid., pp. 31-32. 
Italics mine. 

18 Tbid., p. 32. 
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recoil in trepidation at the results of his analysis 
thus far, Smith proceeds to note still another way 
in which the metaphysical element must enter 
into our discourse. This is in the description of 
relations. 

The sign of the relation is the preposition, he 
notes, whose invention follows upon man’s attain- 
ment of a relatively high capacity for abstract 
thinking.'* By this extraordinary device we are 
enabled to express general and abstract connec- 
tions between substantive events or objects. 
Empiricist that he is, he is most careful to observe 
that the connections themselves are never and 
can never be directly perceived: “‘. . . relations 
never are the . . . objects of our external senses.’’!” 
He has the extraordinary sophistication to see 
that it is the signs of the relations, and the signs 
only, that are sensed directly. Moreover, rela- 
tionship per se is never dependent upon particular 
objects; the most remarkable of prepositions is 
“of” denoting relationship in general. In his view, 
“of”? assumes a position along with the verb “to 
be” and the concept of number (“. . . one of the 
most abstract and metaphysical ideas...’’), 
marking a high point in the development of 
language, and, consequently, man’s capacity to 
comprehend reality. There is no Humean scepti- 
cism here, but only the optimisin of a convinced 
theorist. Hume’s doubts concerning the possi- 
bility of empirical knowledge have been exorcised 
through a theory of language. 

Smith looked at the world much in the manner 
of the great artists of the 17th century, wanting 
to construct a true image of nature, with language 
replacing paint and brush as the essential me- 
dium. Like these artists, he was in revolt against 
the mannerism and formalism of earlier times. A 
return to what was just and reasonable in nature 
was called for. That and only that. His object 
was not direct reproduction of nature in each and 
every detail—the linguistic character of the task 
of generalizing and describing relations prohibits 
this foolish aspiration—but rather simplification 
in order to bring out the essence of the simple and 


16 “But before men could institute a word which 
signifies a relation, and nothing but a relation, 
they must have been able, in some measure, to 
consider this relation abstractedly from the re- 
lated objects; since the idea of those objects does 
not, in any respect, enter into the signification of 
the preposition. The invention of such a word, 
therefore, must have required a considerable de- 
gree of abstraction.’’ Jbid., p. 16. 

17 Ibid. And see previous note. 
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natural systems of science. His theory of language 
reflects the view that systematizing is an under- 
taking of great delicacy and complexity. Sys- 
tematizing (explaining) entails the description of 
relations as well as the description of objects and 
events. Only by combining the results of our 
endeavors to classify and relate can we finally 
achieve the requisite knowledge of “... those 
different movements and effects which are already 
in reality performed.” 

Thus Smith recognized what are now conceded 
to be the two essential processes of theory con- 
struction, concept formation and the description 
of hypothetical relations. He believed that these 
activities could proceed at a pace limited only by 
the capacity of the language to serve our needs. 
Evidently he believed also that this pace could 
be accelerated by an analysis of language itself. 

He thought of his imaginary machine as com- 
posed of linguistic elements, and his understand 
ing of the nature of these elements was sufficient 
for his own purposes as a scientist. His analysis 
must have led him to think that a project such as 
the Wealth of Nations could in principle meet with 
success. By the early 1760’s, he had in his posses- 
sion the scientific precepts that he required. They 
forbade that he should be under the illusion that 
he could deal directly with reality in describing 
the economy, either in postulating economic rela- 
tionships or in classifying the objects and entities 
of his system. They forbade that he confuse the 
objects and events related with the relationships 
themselves, and so helped him to avoid a naive 
empiricism and its metaphoric “causes.” They 
sanctioned the terminological and _ sentential 
abstractions that would have to be the building 
blocks of any theory. They endorsed his belief 
that abstraction and empirical realism are not 
irreconcilably opposed, provided that their re- 
spective natures are understood. Thus they sup- 
port what Dugald Stewart cites as Smith’s 
methodological maxim: 


A system of natural philosophy may appear 
very plausible, and be for a long time very gener- 
ally received in the world, and yet have no founda- 
tion in nature; but the author who should assign 
as the cause of any natural sentiment, some prin- 
ciple which neither had any connection with it, 
nor resembled any other principle which had some 
connection, would appear absurd and ridiculous to 
the most injudicious and inexperienced reader.'* 


18 Thid., p. 445. 


Indeed this is an empirical maxim and Smith 
grounds it squarely on his theory of language 
which promises that a theoretical science can be 
an empirical science and so supports the opinion 
that system building is the first step on the way 
to humanitarian reform. 


III. LINGUISTICS AND THE THEORY OF SCIENCE 


Smith’s “peculiar” concern (as Stewart de- 
scribed it) for linguistics entails a more general 
view than has been made explicit so far, both of 
the possibilities for science inherent in language 
and of the role of language and science in relation 
to reform. As he matures as a scholar, his appre- 
ciation for the powers of language dilates rather 
than shrinks, if we may take the tenor of his 
terminal analysis in ‘Considerations’ as an 
indicator. However, even in his earliest writing 
on the subject there is evidence that he believes 
that language plays a decisive role in shaping 
thought. In his early letter to the editors of the 
Edinburgh Review he extolls English fulsomely as 
a vehicle of “imagination, genius and inven- 
tion. ...’® Most significantly, from the stand- 
point of his own scientific productivity, he de- 
clares that there is a definite connection between 
the language and the creative capacities of Eng- 
lish poets and scientists. He looks upon Newton 
and Shakespeare as correlative beneficiaries of a 
common legacy. 

The bequest varies from country to country 
for, as he observes, depending upon the special 
features of each language, various species of 
thought and intellect are produced. In his com- 
parison of the characteristic traits of national 
intelligences, French, German and English, the 
last is marked by its creativity, the first by its 
orderliness. “*. . . Imagination, genius and inven- 
tion,” he writes, ‘‘seem to be talents of the Eng- 
lish; taste, judgment, propriety and order, of the 
French.”2° The German, laboring under the 
handicap of an undeveloped language, shows only 
such pedestrian fruits as “plain judgment joined 
to labour and assiduity” can produce. As one 
would expect of a theorist, it is the more esoteric 
capacities of French and English that interest 
him most. His pairing of English and French 
intellectual traits is remarkably similar to, and 


no less perceptive than, the famous comparison 


19 Tbid., p. 596. 
20 Tbid. 
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of the French physicist, Pierre Duhem,” a century 
and a half later. On a somewhat more invidious 
plane, Duhem regards the English mind as 
“ample but shallow” and notable for the “... 
meagre way in which it makes abstractions and 
generalizations. ...’”’ The French is, of course, 
“strong and accurate.” Duhem nevertheless 
concedes that the English “imaginatively makes 
(use) of concrete collections” in its construction 
and exposition of theories, although he deplores 
its tendency to fall back upon picturesque and 
homely imagery, which is likely to be confused 
with scientific truth. 

Although Smith, too, notes the weakness of the 
English in arranging discoveries and ordering 
them logically, and particularly in developing a 
linguistic exposition of the Newtonian system, 
he feels that the English contribution to “morals, 
metaphysics, and part of the abstract sciences” 
has been of a superior order.” His faith in the 
powers of language leads him to suggest, in a 
somewhat guarded fashion, that there will be 
still further marked gains in the field of moral 
science for which the peculiar capacities of the 
English language will be largely responsible. He 
clearly intends this to be a prediction rather than 
a mere assertion of personal bravura. However, it 
is evident that he has found language to be (to 
paraphrase Schumpeter) the great social store- 
house of the means of scientific accomplishment. 

Indeed, the advantage of his account of com- 
parative intellectual traits over that of Duhem’s 
lies in this quite definite if unparticularized 
assignment of causality to the linguistic factor. 
Once more his uncanny catholicity of scholarship, 
while seeming to carry him in directions far re- 
moved from political economy, yields a harvest of 
insight into the logic of scientific inquiry. This 
sensitivity to the language, a trait common to so 
many great economists, is closely related to his 
accomplishments as a scientist. It served a 
psychological as well as a logical function in rela- 
tion to his work, providing not only the insurance 
that explanation was within his powers, but also 
the assurance that he would be able to find one 
day those concepts and hypotheses, and the 
means for binding them together, that justice and 
reason alike would sanction. 


21 P. Duhem, The Aim and Structure of Physcial 
Theory (Princeton, N. J.: Princeton University 
Press, 1954), especially Ch. IV. 

%2 Works, p. 571. 
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He conceived of a science as a system of 
syntactically related theories. His theory of lan- 
guage is a statement of how he thought such a 
system was to be built. It is a theory of theories, 
or a theory of science. Now “theory of science” 
is ambiguous. It may refer either to an account 
of the sources of creativity and invention, of the 
conditions, institutional and otherwise, from 
which theoretical systems are thought to emerge, 
and a part of Smith’s theory of language belongs 
under this head. Or, the phrase may refer to an 
account of the criteria that govern definition, 
conceptual clarity, empirical adequacy, and so on. 
From whichever of these two angles one views 
Smith’s theory, the tentative and exploratory 
quality of his venture is apparent. 

From either angle scientific issues are evident 
that were shortly to trouble his classical followers. 
In regard to the definition and classification of 
economic entities, he does not seem to see that 
phenomena admit of an infinite number of possi- 
ble explanations and that the problem of fixing 
upon criteria to distinguish the preferable from 
the less preferable or inadequate is of major 
importance. He was undisturbed by the possi- 
bility that even scientific men might refuse to be 
governed by rational considerations, or that, so 
governed, their conceptions of what is rational 
might differ. There is only the intimation, to be 
found more in his obvious concern for linguistics 
than in his analysis proper, that a search for 
operational guides will carry one into an analysis 
of signs. There is no doubting his conviction that 
the advance of language advances knowledge. 

As a result, his propensities to analyze and 
classify, like the forces of competition, are as- 
sumed to operate automatically in separating 
theoretical wheat from chaff. There is only an 
invisible hand to help the scientist discard the 
dry husks of his own prejudice, or, more kindly, to 
help him to decide what is strictly relevant and 
what is not, what is worth explaining and what is 
not. One must remember, of course, that Smith’s 
ambitions as a political economist were large. He 
wished to lay down the framework of an all- 
encompassing theory, something comparable in 
scope to Newtonian mechanics. Since there was no 
competing system in view, this problem of the 
selective criteria did not seem to be of vital mo- 
ment; the logic of theoretical testing was easy to 
ignore. With the Utilitarian generation, however, 
this shortcoming of Smith’s philosophy begins to 
be more serious. Both Jeremy Bentham and 
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James Mill were forced subsequently to search 
for criteria for terminological selection and for 
the testing of laws. Their findings are summarized 
in their theories of fictions and associationist 
psychology. They too fall back heavily upon 
linguistics for, after Smith, a growing political 
irrationality, whose primary ally was a systematic 
distortion of language, provoked a vigorous quest 
for a way out of the philosophic box in which 
Smith had left them. 

Second, while Smith thinks that language will 
suffice for the much needed description of social 
relationships, he assumes that logic in discourse 
is insured simply by adherence to rules of gram- 
mar and literary convention. A natural law 
(given the theorist’s good intentions) ties lan- 
guage to logic; this too is part of his invisible 
hand in his philosophy of science. It was not until 
Jevons, really, that the full potentialities of for- 
mal logic for scientific testing began to be under- 
stood in the English economic tradition. Never- 
theless, in the long interval from Smith to Jevons 
and John Stuart Mill, a classical theory of science 
developed that dealt extensively with the tech- 
niques and criteria of science building, relying 
for its specific formulations upon the analysis of 
signs and symbols. While many of the analysts 
after Smith penetrated more deeply than he into 
one or another aspect of the problem, Smith’s 
propensities to classify and analyze betoken a 
breadth of view that others usually lacked. And 
he was the first, after all, to see exactly what the 
focal point of analysis had to be. 

Like his economics, Smith’s theory of science is 
very much a product of 18th century optimism, 
an optimism that postulated a rare reasonable- 
ness in attitude and a lack of duplicity and com- 
plexity in motivation on the part of the investiga- 
tor. His propensities—how one would wish them 
to be universal among scientists!—presuppose a 
purity of interest and intent that are in practice 
often confounded by political exigency and 
circumstance. The theory also presupposes a neat 
ability as well as willingness to adapt linguistic 
to scientific and social ends. The evolution of 
language that he anticipated assumes a wide- 
spread understanding of the fundamental im- 
portance of language both to science and society. 
For these reasons, Smith’s theory of social science, 


33 Cf. C. K. Ogden’s Bentham’s Theory of Fic- 
tions (London: K. Paul, Trench, Trubner and Co., 
1932), and James Mill, Analysis of the Phenomena 
of the Human Mind, 2 vols., London, 1829. 


resting upon his theory of language, arouses 
qualms and misgivings. The longer we think 
about it, the more serious do its limitations seem. 


IV. HOW SCIENCE CAN BE SOCIAL 


Throughout his “Considerations” Smith as- 
sumes that our ability to perceive what is, and to 
order ourselves according to what ought to be, 
depends upon a general improvement in the 
powers of language; that is, improvement in its 
classificatory and analytical potentials. He looked 
forward to a state in which principles of ra- 
tionality would effectively govern social life 
through the medium of communication. The 
progressive social state is never simply and solely 
a consequence of operative economic or political 
forces, but depends upon the working of the pro- 
pensities of rationality under given physical and 
social conditions. 

This theory of social science with its postulates 
of individual rationality is a theory that the 
passage of time has rendered partially obsolete 
for the simple reason that its postulates no longer 
conform to the conditions of contemporary life. 
This does not mean that it is useless. It still offers 
a starting point for inquiry into those potent 
forces that have disrupted the Smithian equilib- 
rium between science and society, between 
schools of scientists and the various interest 
groups whose uncoordinate tongues constitute the 
“‘babelization” (Bentham called it) of life today. 
The theory is not without value, and is dangerous 
only if we try to place upon it some burden that 
it is incapable of supporting. If, for instance, one 
advocates some system of political economy that 
assumes the effective working of the propensities 
to classify and analyze within such a “‘babelized”’ 
community, this is surely asking too much. It is 
possible that Smith sensed the practical limita- 
tions of his theory, which would explain the 
normative tenor of his argument as well as, say, 
his support of public education which is now seen 
to have its origins in something far more concrete 
than simply the general tendencies of a demo- 
cratic age. 

For his own time, his theory’s basic assump- 
tions may have offered a reasonable approxima- 
tion to prevailing conditions. There was a degree 
of intimacy and tolerance within the academic 
community itself; there was hope for cooperation 
between that community and the community at 
large. The scholar of his day lived under condi- 
tions and terms of inquiry which were compatible 








20 JAMES F. 


with the grandest scholastic ambitions, ambitions 
not yet subject to wholesale distortion by market 
and other pressures. It was reasonable to assume 
that propensities of rationality could prevail, 
producing a language and a mode of using it that 
would progressively enlighten both scientific and 
public opinion, provided that the public was 
educated. Knowing that the world was far from 
perfect, Smith nevertheless knew what he wanted 
to see and what conditions had to be fulfilled if 
science and society were to move apace. 

Thus he asserts not only that there is, but that 
there has to be a common bond between the 
scientific and the non-scientific community. 
Science must be joined to the world of work-a-day 
affairs through an instrument that is absolutely 
essential to rational organization by common 
consent, the medium of communication. The 
language of the scientist must never be wholly 
compartmentalized from that of the public at 
large, for this would mean a break in a relation- 
ship that is fundamental to all progress. 

It is unfortunate that he did not investigate this 
relationship between the common language of the 
educated, his vehicle of progress, and the every- 
day language of the public. One would like to 
have had his opinion on the question of how far 
one could safely go in modifying the former lan- 
guage, or under what conditions these modifica- 
tions could safely be made. One would also like to 
know just how far behind the language of the 
scientist the ordinary language of the public at 
large could safely be allowed to lag. The growing 
economy and power in scientific language, to 
which his “Considerations” points,™ itself pre- 
sages one potential source of conflict between 
scientific and common usage. For instance, the 
mathematization of the language of science is a 
logical extension of his theory. It is unfortunate 
that he did not attempt to investigate such forces, 
potentially disruptive of the equilibrium that he 
postulated the counterparts in his theory of 
science to monopoly and arbitrary government in 
his theory of political economy. 

He did not do this because he could not. Had 
he contemplated the strength of the forces of 
disequilibrium, the tendencies to irrationality 
already beginning to assert themselves in his own 
day, he could not have made his assumption of 
automaticity. And without this assumption, 
given his conception of social science, the invisible 


% Works, pp. 31-32. 
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hand of his theory of political economy becomes 
impossible, for it assumes a pure rationality on 
the part of all. And without the invisible hand of 
his political economy? What then? Perhaps it is 
just as well that he forged ahead, ignoring the 
weight of the forces of irrationality. The progress 
of political economy might otherwise have been 
delayed. 

Forces of linguistic disequilibrium can come 
from either of two directions. First, they might 
come from the side of the public at large, which 
might not want to be educated. What Smith 
would have had to say of possible cures for semi- 
literacy, the fulcrum from which powerful govern- 
mental and private interests nowadays try so 
persistently to tip the world in their favor, is 
in part not too difficult to guess. He always 
excepted education from his rule of laissez faire. 
We can safely assume that he would launch his 
cures from this angle, come what may. But the 
“new illiteracy” is not the sole agent of disequilib- 
rium. 

Gradually it is becoming clearer that the role 
and function of the scientist is now almost pre- 
cisely opposite to what Smith thought that it was 
and hoped that it would be. So frequently now the 
scientist fails to take his cues from society’s 
needs, taking them rather from the amplified 
neuroticisms of the semi-literate. If the latter 
want missiles, he provides them. Ridden by the 
hags of national animosity, group pressure and 
prejudice, all attenuated by the stimulus of 
ideological cant, much of modern science finds its 
orientation, its work and its rewards cut out for 
it. From the head of the phalanx it has fallen to 
the rear, an appendage of the mass misguided. 
The common language of Shakespeare, Newton 
and Smith has become so uncommon, even in 
Smith’s own political economy, that the role of 
social leadership that Smith assigned to science is 
almost beyond recapturing. 

Since Smith, economic science, for example, has 
witnessed the rise and decline of theoretical 
systems in a fashion similar to the familiar rise 
and decline of theories in physical science. It is 
true, to borrow Ernst Mach’s metaphor, that our 
older theories continue to wither like dead leaves 
upon the tree. Unhappily, for all their trans- 
parency, they do not wholly fall away, and many 
men stand transfixed by these decayed symbols 
of former times. Linguistic conventions, hall- 
marks of yesterday’s theories, muddle our think- 
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ing and prevent us from identifying, let alone 
analyzing, our primary problems. What J. K. 
Galbraith calls the “economy of the central 
tradition’”* is primarily a linguistic compendium. 
Through it we peer, as from a window in a dark- 
ened room, seeing only so much of the world as 
our own narrow aperture permits. For some, the 
view is pretty limited. As Smith anticipated, 
language is the frame that sooner or later fixes 
the scope of our vision, and Marxian, Fisherian, 
Marshallian and Keynesian tongues contribute 
to frustration of social goals in varying degree. 
But he did not foresee this regrettable compart- 
mentalization, fostered and maintained by 
linguistic cultism, with all cultists bound by their 
preferred ideological chains. 

What Smith did see, and what his theory of 
social science clearly bears witness to, is that a 
general facility in the common language is hostile 
to whatever particular obstacles might be thrown 
up, from whatever quarter, to the identification 
of social problems and to the formulation of 
prescriptions for their dissolution. Common lan- 
guage fosters theory building, that is, a descrip- 
tion in new terms of new relationships, new 
classifications and new generalizations. This 
language is inherently hostile, as Smith himself 
was hostile, not only to particular linguistic 
conventions, but to the orthodox prescriptions 
and analyses of “school” philosophies and doc- 
trines. Just as his theory of science licenses theory 
building, it forbids the practice of formulating 
private languages, “scientific’”’ or otherwise, that 
are then taken to mark off the boundaries of what 
is proper from what is improper for discussion, 
for political program or for social organization. 

Smith’s most general assumption was that 
progressive changes in the content as well as 
structure of language are corollaries of an advanc- 
ing science. There is here an inherent animosity 
to the symbolic conventions of a receding past. 
The assumption embodies an abiding hostility to 
conceptual classes and categories, as well as to 
the generalizations of yesterday, in terms of which 
yesterday’s problems were defined, and in terms 
of which yesterday’s solutions were formulated. 
There is in science, and there must be in society as 


25 J. K. Galbraith, The Affluent Society (Boston: 
Houghton, Mifflin Company, 1958). 


well, a linguistic pace to be kept, or we shall be 
led by conventions of linguistic “use and wont” 
to think that our problems have not changed, 
while in the meantime the world limps on as best 
it can without us. Classifying and analyzing are 
continuing activities in science. This was Smith’s 
position, and it was this premise that helped to 
inspire his own economics. 

He was not primarily engaged in theoretical 
testing, in the logic of verification, in confronta- 
tion, and his theory of science reflects this orien- 
tation. None of this implies, certainly, that he 
was in any way disrespectful of the logical, 
empirical or esthetic criteria that are convention- 
ally applied to theoretical systems in the testing 
process. On the contrary, it is an inescapable 
fact that he formulated a theory of science that 
reveals his determination to thread his way past 
the pitfalls of metaphysics in the ordinary and 
non-philosophic sense of that term. Certainly he 
was never disturbed that the analytic tool that 
he had to employ was the common language, 
for he intended to observe the rules of its em- 
ployment, believing that these would support 
his needs for consistency and empirical relevance. 
He was not naive in this, but more aware of the 
difficulties than many of our own contemporaries. 

He did see that there is in science a problem of 
striking a balance between whatever uses of the 
language are essential to scientific creativity, 
especially in identifying and describing new 
problems, and the theorist’s commitment to 
avoid the disastrous edge of metaphysical specu- 
lation. Common language was the only medium 
that could simultaneously satisfy both demands. 

Until the criteria of appropriate pace are more 
easily discernible, so that all who are mistaken 
can be shown precisely where they err, we 
might do worse than turn to Smith’s own genii 
of the imagination, especially during times when 
the need for economic and political reform is 
pressing. Then, if socially useful projects of 
programatic reform can possibly be put together, 
the essential parts for their construction may still 
be found where Smith was inclined to look for 
them. For political economy today, perhaps 
most of the parts are already extant, in the eco- 
nomic writings of those who, like Smith, manage 
best to keep the pace and know best how to use 
the language. 





THE METHODOLOGY OF THE PRICE SUPPORT 
PROGRAM FOR WHEAT 


FRANK C. GENOVESE 


Babson Institute of Business Administration 


The Board of Research of Babson Institute has 
conducted two studies under contract with the 
U.S. Department of Agriculture. (1) A study of 
the impact of the merchandising of beef by 
Federal Grade on the market organization and 
structure and merchandising practices in the 
distribution of beef, and (2) a study of the fac- 
tors influencing flour mill location and the pro- 
portion of capacity utilized. 

The results of these two contract studies were 
used in preparing two Department publications: 
(1) Economic Effects of U.S. Grades for Beef, 
Marketing Research Report No. 298, January 
1959, and (2) Factors Influencing Competition 
Among Fiour Mills in the Pacific Slope States, 
Marketing Research Report No. 362, August 
1959. 

The author states that this article is an out- 
growth of these contracts and has requested 
permission for publication. Permission to publish 
is granted with the stipulation that this statement 
accompany publication and with the under- 
standing that this article is not to be construed 
as a fulfillment of contract requirements. The 
Department assumes no responsibility for state- 
ments in this article because it considers the re- 
lationship to the contract studies to be tenuous, 
and it does not concur in some of the major as- 
sumptions and conclusions. 


I, INTRODUCTION 


It is common knowledge that the federal 
government significantly influences American 
agriculture. The broad scope of these activities 
ranges from the mere setting of standards for the 
grade labelling of fresh beef, the use or non-use of 
which is voluntary, to outright price making and 
production control for some commodities.! 

This present article presents information not 


1 Willard F. Williams, Earl K. Bowen, and 
Frank C. Genovese, Economic Effects of U.S. 
Grades For Beef, Marketing Research Report No. 
298, Agricultural Marketing Service, Marketing 
Research Division, United States Department of 
Agriculture, Washington, U.S. Government Print- 


previously available concerning government 
influence over wheat prices.? It explains the 
methods used to establish the county price sup- 
port rates on wheat in counties about the country. 
Then it points out in analytical fashion how cer- 
tain distortions in the pricing and marketing 
structure of wheat can result from these methods. 
The influence of subsidies in connection with 
government export programs is briefly mentioned 
in order to show the bearing these subsidies have 
on the price-making process and on the marketing 
of wheat. Finally, empirical data and historical 
experience dealing with one section of the country 
are examined and evidence is found that these 
distortions have actually materialized. 

While possible shortcomings of present methods 
of setting support rates and subsidies are pointed 
up in what follows, the author engages in no 
advocacy. Nor does he intend any reflection on 
governmental! personnel saddled with the onerous 
and technically difficult task of attempting to 
erect a fair and flexible system of pricing which 
protects the farmer and yet neither grieviously 
injures nor unduly benefits processors and han- 
dlers of wheat. The article then should be taken 
for what it is, a technical exploration of a virgin 
segment of “Government and Business.” 


II. LEGAL DIRECTIVES IN THE 
PRICING OF WHEAT 


Virtually every general introductory economics 
textbook explains that price supports on basic 





ing Office, 1959. Factors Influencing Competition 
Among Flour Mills in the Pacific Slope States, by 
V. John Brensike, Marketing Research Report 
No. 362, Agricultural Marketing Service, Market- 
ing Research Division, United States Department 
of Agriculture, Washington, U.S. Government 
Printing Office, 1959. These studies were con- 
ducted in conjunction with the Board of Research 
of Babson Institute of Business Administration 
and its Director, Mr. Walter H. Carpenter. 

? Information contained in this article was 
gained during the conduct of the field research in 
connection with the second study cited in footnote 
1. 
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agricultural commodities (corn, cotton, wheat, 
rice, tobacco and peanuts) are determined by a 
parity formula of the ratio between “prices 
received” and “prices paid” by farmers during 
given base periods.’ Thus, if farmers are to 
receive at least one hundred per cent of parity the 
Commodity Stabilization Service would seek to 
maintain current selling prices of these basic 
commodities at or above the level which would 
give them the same relative purchasing power 
they had during the base period.‘ 

That this basic determination of parity prices 
is no simple task will be apparent at once. The 
selection of the items to be included in the 
“prices paid,” their pricing, and their relative 
weighting all involve complicated problems. 
Another difficult task is involved in the determi- 
nation of the proportions or weighting of basic 
agricultural crops whose prices are to be included 
in the numerator or “prices received” portion of 
the formula.® 

The present paper takes this basic level for 
wheat as given and shows how it is applied to 
determine the basic floor prices, and sometimes 
prices above that floor which are the actual prices 
farmers about the country receive. 

The Agricultural Act of 1949 states that ap- 
propriate adjustments in loan rates for wheat are 
to be made for grade, quality, location or other 
factors. However, it does not prescribe the specific 
procedures which must be used in determining 
specific loan differentials. These are to be deter- 
mined by the Department of Agriculture insofar 
as practical, in such a manner that the average 
price support for the commodity will, on the basis 
of the anticipated incidence of such factors, be 
equal to the national average price support level. 
The methods that the Department of Agriculture 
has developed for determining these differences 
will now be explained and illustrated by a simple 
hypothetical numerical example. 


* The base period for all these commodities save 
tobacco is August 1909 through July 1914. 

*The Agricultural Act of 1949 specifies that the 
national average price support level or rate for 
wheat shall be set in terms of a percentage of par- 
ity. This percentage is to be determined by compar- 
ing the “indicated supply”’ available for a given 
marketing year and ‘‘normal supply.” 

5 There is a great deal of literature which deals 
with parity, ep. Orpha Cummings, Parity Price, 
Comparable Price, and Parity Income, A Selected 
Bibliography, 2nd. ed. (Berkeley, Calif.: Univer- 
sity of California, 1951). 


Ill. THE METHODOLOGY OF DETERMINING 
PRICE SUPPORT RATES 


The Department of Agriculture uses terminals 
as basis points for the patterns of price supports 
it declares. The method can be called an inter- 
terminal differential method; the terminals used 
are Kansas City, Kansas, Minneapolis, Portland, 
Oregon, San Francisco, Fort Worth, Chicago and 
Baltimore. In order to clearly and simply present 
the methodology used Fig. 1 depicts only two 
terminal cities, Portland and Kansas City. 
Portland is the key to county support rates in the 
Pacific Northwest. 

Also shown are five counties, A, B, C, D, and E. 
Beside each of the counties in Fig. 1 there is 
recorded in the ellipsis assumed averages of the 
last 5 years wheat production of the counties. 
With this illustration and these beginning as- 
sumptions, the procedures for determining sup- 
port rates are explained below. 

1. The parity price for wheat is, let us assume, 
$2.40. Assuming also that the percentage of 
parity at which wheat is to be supported is 80 per- 
cent, a national average price support level of 
$1.92 is proclaimed for the marketing year, 
July 1—June 30. 

2. Additions are made to this national average 
support level to determine the preliminary 
Kansas City support rate as follows: 600 bushels 
of wheat are raised in County E and the cost of 
moving these to Kansas City 





amounts to 600 x 31¢ = $186.00 
The similar cost from D = 1400 x 

34¢ = $476.00 
The combined cost = $662.00 


The average of this cost (.331¢ per bushel) and 
a 1¢ premium are added to the national average 
support rate to determine the Kansas City pre- 
liminary rate for No. 1 Hard Red Winter; thus 
1.92 + .331 + .01 = $2.26. 

3. Preliminary terminal supports are now 
established. Under present methodology this is an 
area in which considerable administrative dis- 
cretion may be exercised. Therefore, for the pur- 
pose of this illustration three alternatives are 
assumed and their consequences investigated. 
The three alternatives are, respectively: 

a. The “X” alternative where the ten year 
average of terminal market prices as reported by 
the Agricultural Marketing Service, Market 
Research Division of the United States Depart- 
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National Average Support Level 
80% of $2.40 = $1.92 





Portland 







Basis 
X (+104) = $2.36 
Y (+ 8¢) = $2.34 
Z(— I¢) = $2.25 


Portland Basis & 
X $1.94 
Y $1.92 
Z $1.83 


Kansas City 


Five year 
average production 


Sum of the freight 
rates, Federal 
Transportation Tax, 
and county elevator 
in-and-out charges in 
cents per bu. 


C ) 
O 


. @& 
O— 


Kansas City Basis 
C 


Portland Basis 
X $2.16 
Y $2.14 
Z $2.05 


Portland Basis 
X $2.14 
Y¥ $2.12 
Z $2.03 


E 
2 600 bu. 
$1.95 






$1.84 






$1.917 .331 
01 = $2.26 


Fic. 1. ILLUSTRATION oF THE IMPLICATIONS oF INTER-TERMINAL DIFFERENCES 


ment of Agriculture reveals “Portland’s” dif- 
ferential above ‘Kansas City” is 10¢; 

b. The “Y” alternative where the five year 
average reveals ‘“‘Portland’s’’ differential above 
“Kansas City” is 8¢; 

ce. The “Z” alternative where the three year 
average reveals “Portland’s” differential below 
“Kansas City” is 1¢. 

Using the ““X” alternative, “Portland’s” pre- 
liminary support becomes $2.26 + .10 = $2.36. 
Use of the “Y” alternative would produce $2.34 
and “Z’’, $2.25. 

It should be noted that these alternatives 
regarding these inter-terminal differentials are not 
the only ones which exist. Some combination of 


these averages or projection of them could be used 
and they can be weighted in varying manners by 
other factors to be discussed below. 

4. The most advantageous preliminary county 
support rates are now computed by subtracting 
the relevant freight, the freight tax, and country 
elevator in-and-out charges from the terminal 
values. Assumed totals of these charges are in- 
dicated in the illustration by the figures in the 
circles along the lines connecting the counties and 
the terminals. Counties A and B are assumed to 
have very high freight rates to “Kansas City” 
and thus the question of most advantageous 
terminal does not arise in their case. The same 
simplifying assumption is made with reference to 
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D and E and “Portland.” County C, however, is 
assumed to carry the same total transportation 
cost to the two terminals. The counties’ rates as 
influenced by the choice of inter-terminal dif- 
ferentials are shown in Table I. These rates are 
also shown in Fig. 1. 

5. A weighted national average support rate is 
now computed using as weights the average 
production figures for the last five years for each 
county. This calculation is affected by the alter- 
native choices of inter-terminal differentials as is 
shown in Table II. 

6. An adjustment for premiums and discounts 
is now made. Let us assume }¢ of the crop carries 
a protein premium of 5¢ and 14 of the crop is 
white wheat of a variety carrying a 2¢ discount. 
These exactly offset each other so no adjustment 
in the national average support price will be 
required on their account. 

7. Final determination of terminal and county 
support rates is now made by adjusting them by 
an amount equal to the difference between the 
national average of county support rates and the 
national average price support level. These 
calculations are illustrated according to alterna- 
tives X, Y, and Z in Table III. The contrasting 
results are depicted in Fig. 2. 

IV. CRITIQUE ON THE METHODOLOGY 

1. It was said above that the determination of 
the basic parity and the percentage of parity to be 
used are not discusse.’ 4. this article, although 
these matters obviously vitally affect wheat 
prices, farmer income and wheat use. It is neces- 
sary now only to comment that different general 
levels of the price for wheat thus determined 
could well result in different patterns of inter- 
terminal differences in average market prices 
than those which actually have been realized. 

2. The Kansas City price is computed dif- 
ferently than that of other terminal prices since 
wheat from a predetermined area, and thus only 
shipping costs from this area, are included in the 
basic calculation. The test of most favorable 
terminal rate is apparently not used in this initial 
step. It is possible that it could be made later 
however in step 4 of the methodology. 

3. Also in step two and throughout the il- 
lustration only railway freight rates are used even 
though in some areas of the country truck trans- 
portation and barge movements are important in 
the movement of wheat. The reason that railway 
rates are used is that they are published, while it 
is difficult to obtain rates for other forms of trans- 


TABLE I 


PRELIMINARY ALTERNATIVE COUNTY 
Support RaTEs 

















Using Alternatives 
County Rates 
x Yy Z 
A 216 214 205 
B 214 212 203 
Cc 194 | 192 184* 
D 192 192 192 
E 195 | 195 195 











® County C shifts to a “Kansas City” basis here. A “Port- 
land”’ basis yields only $1.83. 


TABLE II 


ALTERNATIVE WEIGHTED NATIONAL AVERAGE 
Support RaTEs 





























& a2 Weighted Price Using Alternatives 
Counties 233 
"| = | Yy z 
A 200 432.00 428.00 410.00 
B 300} 642.00) 636.00) 609.00 
Cc 500} 970.00) 960.00! 920.00 
D 1,400} 2,688.00} 2,688.00) 2,688.00 
E 600) 1,170.00) 1,170.00) 1,170.00 
Sum of the |3,000 
weights 
Value of the Crop $5, 902 . 00 $5, 882 .00)$5, 797 .00 
National Average $1.97 $1.96 $1.93 
of County Sup- 
port Rates 











portation. It should also be noted that truck rates 
are quite volatile. 

5. Since the support rates are published before 
the harvest and they rule for a year, changes in 
railway freight rates occurring after their publica- 
tion are not utilized until the time for publishing 
rates for the next marketing year. Also when 
increased freight rates are reflected in support 
rates they bring about an increase in the dif- 
ference between county and terminal rates. 
However, they do not immediately affect the 
pattern of inter-terminal differences. 

6. The use of terminal market average prices 
has been claimed to somewhat rectify the obvious 
and apparently increasingly significant error 
implicit in ignoring forms of transportation other 
than rail. It is hard to see how this procedure 
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TABLE III 


ADJUSTMENT FOR FINAL County AND TERMINAL 
Support RATES 





Using Alternatives 
Comparison of 














x Y Z 

National Average Price Support | 192 | 192 | 192 
Level 

National Average of County | 197 | 196 | 193 

Support Rates — | — | — 

—5| -—4| -1 

Final County and Terminal 

Rates 

A 211 | 210 | 204 

B 209 | 208 | 202 

Cc 189 | 188 | 183 

D 187 | 188 | 191 

E 190 | 191 | 194 

Kansas City 221 | 222 | 225 

Portland 231 | 230 | 224 











transportation costs actually paid in shipping 
makes adequate or appropriate allowance for the 
wheat and its derivatives within and out of 
the country. 

7. The author was informed in an interview in 
Washington with the Grain Division of the Com- 
modity Stabilization Service that the ten year 
average is the basic average and that the five and 
three year averages are trend studies which are 
considered in conjunction with the “factors which 
influence the cash prices, such as production in 
the area, export demand, carryover, and domestic 
requirements.” A paraphrased illustration of the 
use made of one of these factors goes as follows: 


When the averages of recent prices give a 
greater differentia! for a terminal above Kansas 


The X Alternative 


Portland 231 A211 E190 
B 209 Kansas City 221 

C189 D187 

The Y Alternative 

Portland 230 A210 E191 
B 208 Kansas City 222 

C188 D188 

The Z Alternative 

Portland 224 A204 E 194 
B 202 Kansas City 225 

C183 D191 


Fig. 2. Frnat Resutts ConTRASTED 


City than the ten year average does, the price 
support differential actually set for the oncoming 
crop may be above the difference on the basis of 
the ten year average of prices. This decision might 
result from the view that it was heavy exports 
from the terminal which caused this recent rela- 
tive price rise and that exports are likely to con- 
tinue to be large. There was also said to be a de- 
sire on the part of the Department of Agriculture 
to avoid dramatic price changes from year to year 
and to reflect in the price support rates only per- 
sistent changes in conditions. 


There is a grave question as to whether this 
exercise of discretion really is as sound as it ap- 
pears to be at first glance. This question arises 
because exports, and the areas from which they 
arise, are themselves the results of governmental 
action regarding subsidies on wheat and flour 
exports. Subsidies are designed to move wheat 
and flour out of the country. Since exports come 
from different areas and different types of wheat 
are involved, it seems natural that subsidies will 
differ on these bases. But here again administra- 
tive discretion within certain limits can affect 
domestic wheat prices. These decisions may be 
largely based on the problems of inventory 
management and the practical necessity of pro- 
viding some vacant storage facilities for an 
impending crop. Indeed, one of the cardinal 
purposes of legislation activity regarding the 
exportation of farm commodities has been to 
reduce American surpluses, and these are largely 
governmentally owned surpluses, of these com- 
modities.® 

On the basis of export subsidies and the con- 
sideration given to exports in setting terminal 
rates, a curious type of compounding process can 
be generated. If an area had relatively high price 
supports and ample storage facilities, C.C.C. 
inventories would tend to be high in this area. 
The subsidy payments could be directed to re- 


*It has been stated that ‘The objective (of 
U.S. trade programs) is to move as large a volume 
of exports as possible through regular business 
channels and market C.C.C.-owned stocks with a 
minimum loss to the government.’’ Developing 
Foreign Markets for U.S. Farm Products, A Sum- 
mary of Promotional Activity, United States De- 
partment of Agriculture, Foreign Agricultural 
Service, Jan. 1957, p. 35. 

The amount of the wheat subsidy on the west 
coast is the difference between the domestic 
prices of U. S. hard wheats at these ports and the 
export price with the provision that the last must 
be between International Wheat Agreements 
limits. The subsidy also applies to flour. 
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moving some of these surpluses through exporting 
and this could tend to increase, or at least sustain 
market price in this area. Then in the determina- 
tion of terminal rates for the next year this area’s 
rate could be raised relative to Kansas City. With 
a higher price support production could increase, 
carryover stocks rise, and exports subsidies could 
again be raised. 

The other specifically listed factor which is 
considered in setting inter-terminal differentials 
is “domestic requirements.” The concept of 
“domestic requirements” is a broad one and is 
subject to a variety of possible interpretations. 
If these requirements are thought of on a regional 
basis, presumably the authority setting supports 
could allocate, by a pattern of terminal dif- 
ferentials, the wheat production of the country. 
Eastern wheat could be excluded from Cali- 
fornia’s markets, Idaho and Utah wheat moved 
southward, and Pacific Northwest wheat, off- 
shore. Another pattern of terminal differentials 
would split the California market between Inter- 
mountain, Pacific Northwest and Montana wheat 
and move some of this wheat eastward. Simul- 
taneously, the pattern of export subsidies could 
be operated so as to move the balance of Pacific 
Northwest and Montana wheat off-shore. Many 
other possibilities also exist. These potentialities 
of inter-terminal differentials will be explained 
further below. 

Apparently it is possible that a three-year 
average may be given far more weight in deter- 
mining the differential in one terminal’s support 
rate above or below that of Kansas City, while 
the ten-year average may be relied on heavily for 
other terminals. There is a good question as to 
why these averages should be used at all (except as 
they show direction of change) because any 
average obviously is relevant to the past data 
from which it is derived and may have little 
meaning for a pattern of change which is emerg- 
ing. One administrative advantage (in the sense 
of lessening criticism) and one which may or may 
not be useful public policy, is that the change of 
prices from area to area is slowed down, and farm 
income accordingly made more stable through 
the years by an averaging calculation. 

8. It is evident that there is room for much 
discretion in setting inter-terminal differentials. 
The consequences of different decisions must now 
be traced. Table III and Fig. 2 show that the 
competitive relation of wheat in counties C and D 
can be significantly affected by the exercise of 


administrative discretion. Thus if alternative X 
is used, wheat from county C is 2 cents above 
that of county D. On the other hand, if the Z 
alternative is chosen, county C’s wheat is 8 cents 
below county D’s. Flour millers competing in the 
same final market also will be affected by this 
type of change. Those who depend on county C 
will be disadvantaged, if the X alternative is used, 
in their competition with millers who have access 
to county D’s wheat. The converse applies if 
alternative Z is exercised. This change in position, 
it should be noted, is not dependent upon any 
freight rate change. If the example be reworked to 
include more than two terminals, the similar 
influence of differentials between these other 
terminals could also be illustrated. Probably 
enough has been said, however, to proceed with- 
out this step. 

9. In step 6 of the methodology above, as- 
sumptions were made which effectively waived 
the question of the impact various patterns of 
premiums and discounts on types and grades of 
wheat might have on the pattern of county sup- 
port prices. These simplifying assumptions were 
adopted here in order to concentrate attention on 
the freight rate factor. Discounts and premiums 
for quality (grade) and protein content did not 
appear during the course of the field work to be a 
serious problem in the administration and opera- 
tion of the price support mechanism in the far 
west. This appears to be true nationally also. 
Discounts for different varieties or different prices 
for different classes of wheat may be a problem of 
great seriousness, however.’ 

In the Pacific Northwest the usual price ad- 
vantage of hard wheat over soft wheat has not 
been large enough to entice similar numbers of 
growers to raise more hard wheat and less soft 
wheat through the years. One reason for this is 
the generally greater yields per acre of white 
wheats (and these are mainly soft white or club 
varieties) over those of other classes of wheat. 
It should also be mentioned that the likelihood of 
a protein premium is greater with hard than with 
white wheat.® If in the methodology greater con- 
sideration was given to transportation costs, and 

7 Cp. Brensike, op. cit. 

8 Cp. pp. 344-366, Harold F. Hollands, Pacific 
Northwest Wheat, Station Bulletin 556, May 1956, 
Agricultural Experiment Station, Oregon State 
College at Corvallis; also, Distribution of the 
Varieties and Classes of Wheat in the United States 


in 1964, Agricultural Handbook No. 108, United 
States Department of Agriculture, pp. 84-86. 
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* In all fairness it should be pointed out that in presenting the chart (of which the above is a por- 
tion) Mr. Hollands did not explicitly draw the conclusions from it that are drawn here. He did 
not, however, draw any contrary conclusions. It should also be noted that the line at 1938 has been 


added to the chart by the present author. 
Source: p. 24, Hollands, op.cit. 


if these costs were considered out of as well as into 
terminals, soft white wheats may have been 
priced substantially below hard wheats in the 
area and planting patterns could then, perhaps, 
have been affected. 


Vv. THE HISTORICAL EXPERIENCE 


An examination of the record of crop year an- 
nual terminal prices of No. 1 soft white wheat in 
Portland and of No. 1 hard winter wheat in 
Kansas City from 1938 to 1956 reveals that in the 
crop years, 1943-47, market prices in both termi- 
nals ran well above support price levels. In most 
other years prices in the terminals were close to or 
below the terminal support prices. Thus, these 
years stand out as ones in which normal competi- 
tive forces were able to exert themselves much 
more than they were before or after this period. 

If now the available data on average prices 
received by growers in Washington and Oregon 
are compared with those received by their coun- 
terparts in Idaho, Utah, Montana and California 
over the same span of time, 1938 through 1956, 
some interesting corroboration of the distortions 
implicit in the methodology come to the fore. 
Idaho wheat tended to be persistently cheaper 
than Oregon and Washington wheat but from 
1948 on, when free market forces were more 
hampered, it became sharply cheaper. Before 
1948 the greatest price advantage of Oregon 
wheat was 11¢ a bushel. Since then the advan- 


tage has ranged from 13¢ to 28¢. Utah’s wheat 
shows a somewhat similar pattern, varying from 
one cent below to nine cents above Pacific North- 
west wheat between 1945-47 to discounts from 8¢ 
to 27¢ in the years 1948-56. A similar pattern is 
shown vis-a-vis Montana wheat which ran from 
3¢ to 20¢ above Pacific Northwest wheat in 1945- 
47 and 8¢ to 20¢ below it in 1948-50 and 1953-54. 
When California growers’ average prices are com- 
pared with Pacific Northwest growers’ prices, it is 
found that in 1945-47 California enjoyed a pre- 
mium of from 13 to 28 cents but that in 1948-50 
and 1953-54 their advantage ran from 22¢ to 
minus 4¢. Since California has been an increas- 
ingly deficit area as far as wheat is concerned, and 
since many increases in railway freight rates have 
occurred in the period under review, the normal 
pulls of a competitive market might have been 
expected to sharply increase the price of Califor- 
nia wheat over Pacific Northwest wheat prices. 

From this review it seems clear that the pattern 
of relative prices between these states from 1948 
on, was other than that which whould have pre- 
vailed in the absence of price supports. The price 
support methodology apparently does not move 
prices, even on the average, in close accordance 
with the way they would move in a free market. 

Another illustration which strongly points to 
the same conclusion appears in Chart I. This 
chart of relative prices in Portland, Chicago and 
Kansas City is derived from a study by H. F. 
Hollands. 
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PRICE SUPPORT PROGRAM FOR WHEAT 


The solid line in this chart represents the dif- 
ference in cents per bushel between the price of 
No. 1 hard winter wheat in Kansas City, and No. 
1 soft white wheat in Portland, Oregon. Between 
the years 1919 and 1938 there were wider fluctua- 
tions in this difference from year to year than 
there have been since 1938. But much more im- 
portant is the change of the trend of these dif- 
ferences. Up to 1938 Kansas City wheat ap- 
parently was tending to become relatively more 
and more expensive, or alternately, Portland 
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wheat was becoming relatively less and less ex- 
pensive. Since 1938, and the beginning of the 
present price support program, this historical 
tendency has been reversed. Since 1938 then, 
Kansas City wheat has been tending to become 
cheaper and cheaper relative to Portland wheat. 
The broken line in the chart represents a price 
comparison of No. 1 soft white in Portland with 
No. 2 red winter wheat in Chicago. A similar 
picture of an alteration in an historical trend is 
evident. 





ON THE SOUTH’S RECENT ECONOMIC DEVELOPMENT* 


STEPHEN L. McDONALD 


Louisiana State University 


I, INTRODUCTION 


In this paper, two major processes in the 
South’s recent economic development are selected 
for discussion: population shifts and industrializa- 
tion. These two processes are related by the cen- 
tral theme that the region’s development can be 
understood only as an aspect of the entire nation’s 
development. Specifically, it is argued that the 
South’s absolute and relative progress is con- 
nected with a massive reallocation of resources 
among regions of the national economy; that the 
reallocation of resources, in turn, reflects both 
the pace and the technical characteristics of the 
nation’s growth; and that, therefore, the future 
of Southern economic development depends 
heavily upon the future speed and direction of 
growth of the national economy as a whole. 


Il. TRENDS IN PER CAPITA INCOME 


Probably the most satisfactory index of eco- 
nomic development is provided by trends in per 
capita income. Although total income is more 
indicative of a region’s growth in the broad ag- 
gregative sense, the connotations of, and the 
reasons for interest in, development require a 
focus upon income per person, or, in some in- 
stances, income per worker or per family. Study of 
available data on unit incomes reveals not only 
the record, but significantly, some of the reasons 
for the South’s relative progress and its continued 
lag behind the rest of the country. 

Table I indicates the progress of Southern per 
capita personal income in relation to the rest of 
the United States since 1940. In the 1940 to 1950 
period per capita personal income in every state 
in the South except Delaware, Maryland and the 
District of Columbia increased at a higher rate 





* In slightly different form, this paper was read 
at the annual meeting of the Southern Economic 
Association, Atlanta, Georgia, November 19, 1960, 
under the title, ‘Emerging Economic Develop- 
ments in the South.’’ The original paper was 
written at the request of the Joint Council on 
Economic Education to serve as the basis of dis- 
cussions possibly leading to the preparation of 
materials on Southern economic development for 
use in the public schools. 


than in the Non-South as a whole. The rate of 
increase for the South during this period was 187.5 
per cent, approximately a third larger than the 
140.6 per cent for the rest of the country. In the 
1950-1959 period, per capita personal income in 
every state in the South except Delaware, the 
District of Columbia and Texas increased at a 
higher rate than in the Non-South. The South’s 
average rate of increase during the period was 51.6 
per cent, approximately a fifth larger than the 
Non-South’s 43.0 per cent. In consequence of this 
differential growth, per capita personal income in 
the South increased from 56.9 per cent of the aver- 
age for the rest of the country in 1940, to 68.0 per 
cent in 1950 and 72.0 per cent in 1959. It will be 
noted in Table I that, in general, the rates of in- 
crease in per capita income seem inversely associ- 
ated with the initial levels of per capita income, 
so that the dispersion of state levels was reduced 
between 1940 and 1959. In fact, a rank correla- 
tion of per capita income levels in the initial year 
and rates of increase in per capita income in the 
Southern states for the periods 1940-1950 and 
1950-1959 yields coefficients of —.78 and —.81 
respectively. (These coefficients are statistically 
highly significant, the critical value for the sam- 
ple size being .60 at the 99 per cent confidence 
level.) Such reduction in dispersion of state per 
capita income levels is in keeping, incidentally, 
with the entire nation’s experience in recent dec- 
ades.! 

By far the highest relative rate of growth of per 
capita income in the South was achieved in the 
1940-1945 period, when the ratio of Southern to 
Non-Southern income rose from .569 to .680, or 
19.5 per cent.? (This rapid gain cannot be at- 
tributed simply to recovery of ground lost in the 
Great Depression, for although per capita per- 


1 Frank A. Hannah, State Income Differentials, 
1919-1954 (Durham, Duke University Press, 1959), 
pp. 6-7. 

2? These and the other data in this paragraph 
derived from U. 8S. Department of Commerce, 
Office of Business Economics, Personal Income by 
States Since 1929 (Washington, D. C.: U. S. 
Government Printing Office, 1956) and Survey of 
Current Business, August 1960. 
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TABLE I 
Per Capita Personat Income By States SoutH anp Non-Souts, 1940, 1950 anp 1959 
| 1940 1950 | 1959 | 1940-1950 | 1950-1959 
States and Regions | 
(Dollars) | (Per Cent Increase) 

South Atlantic 459 1,203 1,804 | 162.7 50.0 
Delaware 1,004 2,153 2,946 114.4 36.8 
Maryland 712 1,588 2,343 | 123.0 47.5 
District of Columbia 1,170 2,198 2,943 87.9 33.9 
Virginia 466 1,222 1,816 162.2 48.6 
West Virginia 407 1,095 1,635 169.0 49.4 
North Carolina 328 1,009 1,485 207 .6 47.2 
South Carolina 307 881 1,332 187.0 51.2 
Georgia | 340 1,016 1,553 198.8 52.8 
Florida 513 | 1,288 1,980 151.1 53.7 
East South Central | 294 | 901 1,423 206.5 57.9 
Kentucky 320 | 958 1,514 199.4 58.0 
Tennessee | 33 995 1,521 193.5 52.9 
Alabama | 282 867 1,409 207.4 62.5 
Mississippi 218 729 1,162 234.4 59.4 
West South Central 383 1,195 1,764 212.0 47.6 
Arkansas 256 805 1,322 214.4 64.2 
Louisiana 363 1,089 1,575 200.0 44.6 
Oklahoma 373 1,133 | 1,786 203.8 57.6 
Texas 432 1,340 1,908 210.2 42.4 
South | 392 1,127 1,708 187.5 51.6 
% of the Non-South | 56.9 68.0 72.0 133.4 120.0 
United States | 595 | 1,491 2,166 150.6 45.3 
Non-South | 689 | 1.658 2,371 140.6 43.0 














Sources: U. 8. Dept. of Commerce, Office of Business Economics, Personal Income by States Since 1929, 1956, and Survey of Current 


Business, August 1990. 


sonal incomes declined in both broad regions in 
the 1929-1940 period, the ratio of South to Non- 
South rose from .518 to .569, or 9.8 per cent.) 
There was no change in the relative position of 
the South from 1945 to 1950, these years coin- 
ciding roughly with the end of World War II and 
the beginning of the Korean War. In the period 
1950-1955, however, relative progress was 
resumed, the South to Non-South ratio rising 
from .680 to .706 or 3.8 per cent. Between 1955 
and 1959 the ratio increased 2.0 per cent, from 
.706 to .720. As will be made clearer below, it is 
the present hypothesis that changes in the South 
to Non-South ratios reflect labor market pressures 
primarily, the South making its greatest relative 
gains, paradoxically, (1) when industrial un- 
employment was extraordinarily great and long 
sustained in the more industrialized Non-South 
and (2) when the war-created demands for labor 
provided exceptional opportunities for Southern 
workers, both within and outside the South. 


But before proceeding with this argument, 
consider the South’s relative income position in 
more detail. One of the difficulties of interpreting 
per capita income figures stems from the fact that 
the states differ substantially as to the proportion 
of population in the total and the employed labor 
force. In general, the Southern and Western 
states have smaller proportions of their popula- 
tions in the labor force, both total and employed, 
than the national average, while the Mid-Western 
and Eastern states have larger than average 
proportions of their populations in the labor 
force. Except for Delaware, Maryland and the 
District of Columbia, all of the Southern states 
have lower such proportions than the nation as a 
whole.‘ The difference is especially pronounced in 
the East South Central and West South Central 
regions. Viewed as returns to economic effort, 


3 Hannah, op. cit., p. 198. 
* Loc. cit. 
5 Loc. ctt. 
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TABLE II 
Mepian Famity Money Income spy Race AND RESIDENCE, SouTH AND UNITED States, 1958 
(dollars) 
South United States 
White | Non-White 


All Families 


Median Income 4,106 
% of United States | 80.7 
Head year-round, full-time worker 
% of All Families 59.5 
Median Income | §,317 
% of United States 88.9 
Urban Families | 
Median Income | 4,679 
% of United States | 85.6 
Rural Nonfarm Families 
Median Income | 4,424 
% of United States 87.6 
Rural Farm Families 
Median Income 2,055 


% of United States 74.8 


White Non-White | Total 


| 
2,014 | 5,087 | 5,300 | 2,711 


4,565 | | 
86.1 | 74.3 | 
| 62.8 | 43.0 | 62.0 | 63.7 | 44.8 
| 5,623 | 2,841 | 5,980 | 6,118 | 3,921 
| 91.9 | 72.5 | 
| | | 
} 
3,392 


2,569 | 5,469 5,679 


| 4,777 | 2,068 | 5,048 | 5,211 | 2,361 
| 91.7 | 87.6 | 

| | 

| 

| 2,411 | 1,089 | 2,747 | 3,025 


| 1,123 
79.7 | 97.0 | | 








therefore, per capita income data tend to under- 
state results in the South and West and to over- 
state them in the rest of the country. Among other 
problems of interpretation are those associated 
with the proportion of full-time employment, the 
proportion of farm employment and the propor- 
tion of nonwhite workers. 

Some insight into the effects of these factors is 
given in Table II, showing median family money 
incomes in 1958 for the South and the United 
States as a whole, classified by race and resi- 
dence.* In 1958 the median family income in the 
United States was $5,087; for the South the 
median family income was $4,106, or 80.7 per cent 
of the figure for the nation. However, the median 
white family income in the South was $4,565, 86.1 
per cent of its counterpart of $5,300 in the United 
States as a whole, while the median nonwhite 
family income in the South was $2,014, only 44.1 
per cent of the Southern white median and 74.3 
per cent of the nonwhite median of $2,711 for the 
nation. Of all white families in the United States, 
63.7 per cent had heads who were year-round, 
full-time workers as compared with 62.8 per cent 


* Unfortunately, the data are not reported by 
the source in such a way as to permit a comparison 
between South and Non-South, and there is no 
breakdown by sub-regions within the South. 


Source: U. 8. Dept. of Commerce, Bureau of the Census, Current Population Reports, Series P-60, No. 33, January i5, 1960, p. 30. 


of the white families in the South. In the case of 
nonwhite families, the percentages having heads 
who were year-round, full-time workers were 44.8 
for the nation and 43.0 for the South. For white 
families whose heads were year-round, full-time 
workers, the Southern median income was 91.9 
per cent of the national median. For such non- 
white families, the Southern median was 50.5 
per cent of the Southern white median and 72.5 
per cent of the national nonwhite median. 

The data for all families classified by residence 
reveal that Southern urban and rural nonfarm 
white families had median incomes that were 91.4 
and 91.7 per cent, respectively, of their national 
counterparts. Southern farm white families, how- 
ever, had a median income only 79.7 per cent of 
the national average of farm white families. 
Southern nonwhite families had median incomes 
consistently less than half the Southern white 
medians, but ranging from 75.7 per cent of the 
national median of nonwhite urban families to 
97.0 per cent of the national median of nonwhite 
farm families. The latter increase in ratio is, of 
course, largely due to the fact that the propor- 
tion of the nation’s nonwhite families living in the 
South gets progressively larger as one moves from 
the urban to the rural nonfarm to the farm 
category. 
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The foregoing comparative data on incomes 
permit the following generalizations: For several 
decades, Southern incomes per person have 
been making progress toward parity with those 
in the rest of the country. Since 1940, the relative 
gain was especially high during World War II 
and moderately so in the period 1950-1955, 
which embraced the Korean War. The poorer 
states in the region have been gaining on the 
rest of the country at a faster pace than the 
richer states in the region. As of the present, 
median incomes of Southern white families in 
urban and rural nonfarm areas are nearly as 
large as their counterparts in other sections of 
the country. The remaining substantial disparity 
between average Southern and Non-Southern 
incomes seems to be associated with the relatively 
high proportion of Southerners on farms,’ con- 
siderably lower farm incomes in the South than 
in the Non-South, and the relatively high propor- 
tion of the Southern population represented by 
nonwhites, almost entirely Negroes.* Regarding 
the latter, it has been seen that less than half 
the families are headed by year-round, full-time 
workers, and one may safely add without neces- 
sity for supporting data that the low incomes 
typical of Southern nonwhites are associated in 
some measure with relatively low levels of educa- 
tion among those of working age and compara- 
tively restricted job opportunities. 


III. BASIC FACTORS IN THE SOUTH’S RELATIVE 
INCOME GROWTH 


With this view of the South’s recent progress 
toward income parity and of its present position 
in that regard, the nature of the processes by 
which the region’s relative income improvement 
has been achieved will now be considered. An 
understanding of these processes gives insight 
into both prospects for further relative improve- 
ment and the kinds of policies and programs that 
promise most to accelerate it. 

To begin in the most general terms, income per 
person or per worker in a region has two dimen- 
sions. The first of these is the aggregate earning 
power of the region, back of which lie its resources, 
and the effectiveness with which they are utilized, 
and the terms of trade between the region and 
others. The other dimension is the number of 





7 See below, p. 11. 
§U. S. Department of Commerce, Statistical 
Abstract of the United States, 1959, p. 30. 


persons or workers dependent upon the region’s 
aggregate earning power. It requires reference to 
both dimensions to explain the level of income 
per person or per worker, and changes in that 
level, in any particular region. Aggregate earning 
capacity of a region may rise or fall relatively to 
that of other areas, but per capita income need 
not move correspondingly, depending upon the 
inter-regional mobility of population. Similarly, 
relative changes in regional per capita incomes 
may occur with unchanging regional aggregate 
earning power, population shifts accounting for 
all the per capita income changes. 

It appears that in recent decades both im- 
provements in the South’s relative earning capac- 
ity and relative decline of population have op- 
erated to raise Southern income per person in 
relation to the rest of the country. The former 
seems to be associated with the nation’s having 
reached a stage in its economic development in 
which the South’s peculiar resources are being en- 
hanced in importance. From about the 1850’s to 
World War I, the coal-iron ore-limestone complex 
formed the fundamental resource basis of the 
nation’s industrial development. The nature of 
these materials required that industries using 
them locate near their sources. Through its 
inflexibility, the railroad, an outgrowth and 
integral part of the coal-iron ore-limestone system, 
further contributed to the agglomeration of 
industry about the basic industrial raw material 
sources and the natural junctions of land and 
water transportation routes. Large-scale im- 
migration, chiefly through the great Northeast 
Atlantic ports, provided a flow of cheap labor. 
Thus a broad band from Chicago east to the 
Atlantic became the nation’s economic center of 
gravity. Moreover, the westward extension of the 
railroads in a conscious national drive to populate 
the West and secure it for the white man’s pur- 
poses further shaped the regional course of 
economic development. In a very real sense, the 
South was by-passed in this great stage of the 
nation’s economic development and left com- 
paratively isolated in and behind its mountains, 
with implications not only for its economic 
progress but for its distinctive habits of life and 
thought.° 


® For a most suggestive hypothesis concerning 
the effects of this isolation upon Southern agricul- 
ture, see T. W. Schultz, Economic Organization of 
Agriculture (New York, McGraw-Hill Book Com- 
pany, 1953), especially pp. 292-293. The present 
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Since World War I, the dominance of the 
railroad and the coal-iron ore-limestone complex 
has declined. The motorcar and truck, and later 
the airplane, brought new flexibility to transpor- 
tation and made petroleum a prime resource. Oil 
and gas, together with the more limited hydro- 
electric power, further freed industry from coal 
by providing easily transported alternative sources 
of energy for stationary plants. Wood pulp and 
chemicals became basic industrial raw materials. 
First copper and lead and then aluminum and 
plastics secured places for themselves alongside 
iron and steel. With the growth of population in 
the old industrial heartland, space itself became 
a problem, particularly after the automobile 
became virtually universal. Immigration almost 
ceased. The effect of all these changes was to 
enhance the earning capacity of the South, the 
Southwest and the West at the expense of the 
Mid-West and the East, partly because the new 
materials were to be found or most economically 
produced in the former regions and partly because 
greater freedom from coal and railroads and the 
cessation and immigration made these regions’ 
space and labor supplies more attractive to 
industry. The South’s relative income progress 
in the last few decades, especially since 1940, is 
in some significant degree due to regional in- 
dustrialization based upon oil and gas, chemicals, 
paper, light metals and cheap space, as well as 
relatively cheap labor. In short, the South 
has been one of the regional beneficiaries of the 
nation’s gradual shift in resource base as an out- 
growth of technological progress and growth of 
population and income. 

The subject of industrialization will be dis- 
cussed in greater detail at a later point. It is now 
desirable to consider the second dimension of 
relative per capita income growth, shifts in 
population. 

The first type of population shift of interest to 
us is that reflecting change from farm to non- 
farm employment. It is well known that an almost 
universal aspect of economic development is 
relative, and often absolute, decline in farm 
employment,’ the basic reason being the low in- 





writer sought to build upon this hypothesis in his 
‘Farm Outmigration as an Integrative Adjust- 
ment to Economic Growth,’ Social Forces, De- 
cember 1955. 

10 William H. Nicholls calls the relative decline 
of agriculture in connection with economic growth 
‘‘a law of economic history.’’ Southern Tradition 
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come elasticity of demand for farm products." 
Indeed, it is the progressiveness of the American 
economy which largely accounts for the fact 
that average farm incomes are persistently low 
relative to nonfarm incomes; for lacking the 
most sensitive response to relative income in- 
ducements, farm incomes must be compara- 
tively low to induce farm workers and proprietors 
to transfer their labor to other employments, end 
they remain low so long as the reallocative process 
proceeds no more rapidly than the technological 
progress which calls it forth.” Under these cir- 
cumstances, migration from agriculture raises 
average income per worker in two ways: it results 
in the migrant earning more than before, and it 
allows the remaining farm workers to be more 
effectively combined with land and capital and 
thus to earn higher incomes in agriculture than 
otherwise would have been possible. 

Farm employment in the United States de- 
clined 9.6 per cent between 1940 and 1950 and 
25.6 per cent in the period 1950-1959." The 
corresponding reductions in the South were 16.2 
per cent and 30.5 per cent in the two periods, 
respectively. Significantly, the highest rates of 
reduction of farm employment, 19.6 per cent for 
1940-1950 and 35.2 per cent for 1950-1959, were 
in the East South Central region, which has both 
the highest percentage of its population engaged 
in agriculture and the lowest per capita income 
of the three sub-regions in the South. In 1940 
50.6 per cent of the nation’s agricultural employ- 
ment was on Southern farms, a proportion which 
declined to 46.9 per cent in 1950 and 43.8 per 
cent in 1959. Further relative increase of per 
capita income in the South will undoubtedly be 
associated with further reduction in the pervent- 
age of the nation’s farm people on Southern farms. 

The second type of population shift of interest 
here is that among the several regions of the 
country. Table III shows population change and 
net civilian migration expressed as a percentage 
of initial population for the states and sub-regions 
of the South and for the United States in the 


and Economic Progress (Chapel Hill, N. C.: Uni- 
versity of North Carolina Press, 1960), p. 41. 

uT. W. Schultz, Agriculture in an Unstable 
Economy (New York: McGraw-Hill Book Com- 
pany, 1945), pp. 60-70. 

12 McDonald, on. cit., pp. 123-126. 

13 These and the other data in this paragraph 
derived from U. S. Department of Commerce, 
Statistical Abstract of the United States, 1960, p. 
216. 
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periods 1940-1950 and 1950-1958. Two states 
actually lost population in both periods: Arkansas 
and Mississippi, the states which rank 47th and 
48th, incidentally, in per capita income size. In 
addition, Oklahoma lost population in the first 
period and West Virginia in the second. Except 
for Delaware, Maryland, the District of Colum- 
bia, Florida and Texas, the population gains 
were very small in the Southern states. Even 
including these states, the population gain in the 
South was 12.4 per cent as compared to 14.6 per 
cent in the Non-South during 1940-1950, and 
13.5 per cent as compared with 15.6 per cent 
in 1950-1958. Particularly since the Southern 
states generally have higher reproduction rates 
than the Non-Southern states, the data on 
migration are even more significant. Delaware, 
Maryland, Virginia, Florida and Texas experi- 
enced net population gains through migration 
during both periods, the rate of gain being es- 
pecially high in Florida and quite modest in 
Texas. There was net migration into the District 
of Columbia in the first period, but net migration 
out of the District in the second period. Ail other 
states in the South experienced net population 
losses through migration in both periods, the 
rates of loss being especially high in Arkansas 
and Mississippi. The South averaged —5.1 per 
cent net migration during 1940-1950 as compared 
with a rate of +4.5 per cent for the Non-South. 
In the period of 1950-1958, the South’s rate of 
net migration was —2.5 per cent, while the 
Non-South’s rate of net migration was +3.0 per 
cent. 

A definite pattern is observable here: generally 
speaking, the lower a state’s per capita income, 
the greater the degree of population loss through 
migration. In order to quantify this relationship 
very simply, rank correlation coefficients were 
calculated for the two periods, 1940-1950 and 
1950-1958, relating per capita incomes in the 
Southern states and percentages of net civilian 
migration. For the first period, the per capita 
income distribution for 1945 was used; for the 
second period, the per capita income distribution 
for 1955. Ranks were assigned from the highest 
to the lowest per capita income figure and from 
the highest rate of population gain through 
migration to the highest rate of population loss 
through migration, in that order. For the 1940- 
1950 period, the rank correlation coefficient is 
83, well above the critical value of approximately 
.60 at the 99 per cent confidence level. For the 


TABLE III 
PopuLaTION CHANGE AND Net Civittan MiGra- 
TION AS Per CEnT oF INITIAL POPULATION, 
Sout anpD Non-SoutH 
1940-1950 and 1950-1958 











1940-1950 1950-1958 
Net Net 
Popul- | «05: Popu- | -:..1: 
States and Regions an Sites lation — 
Change tion Change —_ 
(per cent) (per cent) 





South Atlantic +17.5) 0.0/+19.3) +3.2 
Delaware +19:6| +9.0/+39.7|+23.4 
Maryland +27.3)+14.2)4+26.4/+11.4 
District of Colum- |+17.1) +4.0) +3.2| —9.3 
bia 
Virginia 
West Virginia 


+21.5) +4.1/+17.7| +2.0 
+5.4/—10.7]| —2.0)—14.8 





North Carolina +12.6| —7.3/+10.0) —6.9 
South Carolina +10.6)—12.1]+13.0) —6.3 
Georgia +9.4) —9.3) +9.9) —7.2 
Florida +44.3/+30.0/+-62.9/+46.3 
East South Central +6.0)/—11.3) +3.5)—11.3 
Kentucky +2.7|—12.8] +4.8) —8.8 
Tennessee +12.5) —4.0) +5.4) —8.5 
Alabama +7.9)/—11.1} +3.3)/—12.2 
Mississippi —0.9/—19.4) —1.0|—17.6 
West South Central (|+10.4) —6.8/+13.0) —3.9 
Arkansas —2.1/—20.0} —8.3)/—22.0 
Louisiana +13.1) —5.5/+15.8) —3.1 
Oklahoma —4.9|-—17.7] +0.9|—11.0 
Texas +18.7) +0.6/+20.9) +2.4 
South +12.4) —5.1)/+13.5) —2.5 
United States +13.9) +1.5/+15.1) +1.3 
Non-South +14.6) +4.5/+15.6) +3.0 














Sources: U. 8. Dept. of Commerce, Statistical Abstract of 
the United States, 1960, p. 11, and Bureau of the Census, Cur- 
rent Population Reports, Series P-25, May 1953, p. 5. 


second period the coefficient is somewhat smaller, 
though still statistically highly significant, .76. 
Migration was also correlated with per cent 
increase in per capita personal income in the two 
periods, yielding rank correlation coefficients of 
—.68 for 1940-1950 and —.72 for 1950-1958, 
meaning, of course, that those states experiencing 
the greatest relative population losses through 
migration were those that made the greatest 
relative gains in per capita income. 

It is noteworthy also that at least during the 
1940-1950 period (data are not yet available for 
1950-1960), migration from the Southern states 
was selective of nonwhites. Thus, despite the 
higher reproduction rate of nonwhites, nonwhite 
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proportions in the period decreased in every state 
of the South except Delaware and the District of 
Columbia." 


IV. GROWTH OF MANUFACTURING 
IN THE SOUTH 


It would appear from the foregoing that mi- 
gration from the Southern states has played a 
major role in raising per capita incomes in these 
states relative to the national average. Undoubt- 
edly, migration will continue to play a role in 
future progress of this sort, particularly when it 
is identified with or accompanied by migration 
from farm to urban areas. But the relative growth 
of incomes in the South has been in some signifi- 
cant measure due to the growth of nonfarm em- 
ployment opportunities in the same area; and 
although there are important exceptions to be 
observed, these nonfarm opportunities are 
generally associated, directly or indirectly, with 
manufacturing. 

William H. Nicholls'® argues most convincingly 
that industrialization is essential to continued 
rapid progress in the South. His reasons'® are 
worth reviewing here. First, local industrialization 
makes it easier to get surplus farm labor out of 
agriculture, due to the effects of knowledge and 
access. Second, local industrialization helps avoid 
the drain of social capital implied in population 
losses through migration. Third, industrialization 
usually involves the introduction of outside 
capital into the affected community, making it 
easier to finance the necessary adjustment in 
agriculture to higher wages and more productive 
techniques. Fourth, local industrialization leads 
to the development of new service and other 
tertiary industries—trade, finance, etc.—and 
creates new markets for local farm products as 
well as jobs for surplus farm workers. Fifth, 
greater output of manufactured goods and of 
services in local communities makes them avail- 
able on a more competitive basis to farmers in 
the surrounding area. And finally, greater con- 
centration of population in urban communities 
associated with growth of manufacturing and 
related activities makes possible the provision of 
more and better public services. 

The growing relative importance of manu- 
facturing in the South and the region’s still-great 











4U. 8. Department of Commerce, Siatistical 
Abstract of the United States, 1959, p. 30. 

16 Nicholls, op. cit. 

6 Tbid., pp. 13-14. 
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lag behind the nation in this connection are 
shown in Table IV, which gives the industria] 
composition of civilian income received from 
participation in current production for the South 
and the rest of the country in the years 1940, 
1950 and 1959. Concentrating upon the greatest 
contrasts, it can be seen that in 1940 15.6 per cent 
of the current production income in the South 
was derived from agriculture, as compared with 
only 7.1 per cent in the Non-South. In the same 
year, manufacturing accounted for 17.4 per cent 
of such income in the South and 28.3 per cent, 
over 60 per cent more, in the rest of the country. 
In 1940, the South derived a substantially larger 
proportion of current production income from 
mining than the Non-South, and somewhat 
larger proportions from contract construction, 
transportation and government. Otherwise, the 
proportions were essentially similar as between 
the South and the rest of the country. 

By 1950, most of these contrasts had dimin- 
ished in size. Farms accounted for 13.0 per cent 
of production income in the South and 7.6 per cent 
in the Non-South. Manufacturing provided 
20.5 per cent of such income in the South and 31.8 
per cent in the rest of the country, the latter 
percentage being about 55 per cent larger than 
the former. Mining remained a distinctively 
larger source of income in relation to the total 
in the South than in the Non-South, the per- 
centages being 4.1 and 1.3 respectively. 

In 1959, still smaller disparities are to be 
observed in the comparison of South and Non- 
South. Agriculture in that year accounted for 
7.6 per cent of total current income from produc- 
tion in the South and 4.0 per cent in the rest of 
the country. For mining, the percentages were 
3.2 and 0.9 respectively. For manufacturing, 
they were 22.6 and 32.6, the latter being 44 per 
cent larger than the former. In general, then, over 
the period 1940-1959 covered by the table, the 
industrial composition of income from current 
production in the South became significantly 
more like that of the rest of the country, but very 
large differences remain. The most significant 
difference lies in the relatively low proportion of 
income derived from manufacturing in the South, 
offset by relatively high proportions in agriculture, 
mining and government. 

It should be noted, of course, that the propor- 
tion of income derived from a particular industry 
is a function of both the proportion of employed 
labor force engaged and the average level of 
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TABLE IV 


INDUSTRIAL COMPOSITION OF CIVILIAN INCOME RECEIVED FOR PARTICIPATION IN CURRENT 
PropuctTion, SoutH AND Non-SoutH 
1940, 1950 and 1959 


(Per Cent of Total) 


























| 1940 1950 1959 
Industry | South | Non-South South | Non-South South Non-South 
| 
(Per Cent) | (Per Cent) (Per Cent) 
IS | 15.6 7.1 13.0 7.6 7.6 4.0 
RS Sa Aan ee 4.2 1.6 4.1 1.3 : 0.9 
Contract construction............ 4.5 3.7 6.6 5.7 oe 6.5 
cnc coeknandas eaten 17.4 28.3 20.5 31.8 22.6 32.6 
Wholesale & retail trade......... | 18.8 21.0 20.7 21.0 20.0 19.5 
Finance, ins. & real estate........ 3.4 4.9 3.3 4.0 4.7 5.1 
ID so ina cia vee keane es 6.7 6.2 6.1 5.8 5.3 5.0 
Communication & pub. util...... 2.2 2.7 2.4 2.5 2.8 2.8 
EE a ee aay bs Wwe wae 11.5 12.4 11.1 11.1 12.0 12.6 
Ee re ey } 15.2 11.7 11.8 8.7 14.2 10.7 
ee 0.5 0.2 0.4 0.3 4 0.3 
: ML ere ve | 100.0 100.0 100.0 100.0 100.0 100.0 
(Total—$ million).............. | (13,456) | (49,395) | (41,964) | (138,981) | (72,929) | (230,869) 











Sources: U. S. Dept. of Commerce, Office of Business Economics, Personal Income by States Since 1929, 1956, and Survey of Current 


Business, August 1960. 


income in the industry. One reason why the 
proportion of total income derived from farms is 
as low as it is in the South is the low average level 
of income per worker in Southern agriculture. 
Similarly, the somewhat standardized salaries in 
government (particularly Federal) employment 
over the nation would lead to a relatively 
high proportion of income derived from this 
function in the South, even if the region had the 
same proportion of workers engaged in govern- 
ment. As will later be seen, a part of the reason 
for the comparatively low proportion of income 
from current production in manufacturing in the 
South is the relatively low value added per 
Southern manufacturing employee. 

In the ten year period 1947 to 1957, the number 
of employees in Southern manufacturing concerns 
increased from 2,710,000 to 3,419,000, an in- 
crease of 26.2 per cent.” In the Non-South the 
increase was from 11,584,000 to 13,211,000, or 
only 14.0 per cent. Consequently, the proportion 


1” These and the other data in this and the fol- 
lowing two paragraphs derived from U. 8. Depart- 
ment of Commerce, 1954 Census of Manufactures, 
Vol. I, and Annual Survey of Manufactures, 1957. 


of the nation’s manufacturing workers employed 
in the South increased from 19.0 per cent in 1947 
to 20.6 per cent in 1957. Value added in Southern 
manufacturing activity rose from $12.9 billion 
in 1947 to $27.2 billion in 1957, an increase of 
110.9 per cent. By comparison, value added by 
manufacturing outside the South rose only 91.0 
per cent in the same period, from $61.4 billion to 
$117.3 billion. The South accounted for 17.3 per 
cent of the nation’s total value added by manu- 
facture in 1947 and 18.8 per cent in 1957. Value 
added per employee in the South was $4,744 in 
1947, or 89.5 per cent of its Non-Southern 
counterpart. By 1957, value added per Southern 
employee had risen to $7,947, but it remained 
89.5 per cent of value added per employee in the 
Non-South. Incidentally, the fraction of 89.5 per 
cent of Southern to Non-Southern value added 
per employee in manufacturing is interestingly 
similar to the 88.9 per cent fraction of Southern 
to Non-Southern median incomes of families 
whose heads are year-round, full-time workers 
(Table II, above). 

Unfortunately, no single measure adequately 
expresses the contribution of manufacturing 
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TABLE V 


INDUSTRIAL DISTRIBUTION OF VALUE ADDED IN MANUFACTURING AND VALUE ADDED PER 
Employer, SoutaH anp Non-Souts, 1957 

















South Non-South 
Industry l * 
“Saar ee “eae |" Wouters) 

Food and kindred prod............. | 13.0 8,571 10.6 9,790 
ea wears banwebeeeia 3.9 16,446 0.1 7,130 
pe eee 10.6 4,826 2.0 5,865 
Apparel and related............... 4.1 3,758 4.1 5,020 
Lumber and wood prod............ 3.6 3,654 2.0 6,135 
Furniture and fixtures...... pelos 2.5 5,532 1.5 7,096 
Pulp, paper and prod.............. 5.5 11,351 3.5 9,552 
Printing and publishing....... 3.8 7,628 5.7 9,148 
Chemicals and prod................ 15.6 16,573 6.7 15,442 
Petroleum and coal prod........... 4.9 17,733 1.4 15,126 
vc angae kane dudd<iic 1.3 11,367 Be 8,865 
Leather and leather goods. . 0.7 5,179 1.4 5,164 
Stone, clay and glass.............. 3.6 7,912 3.3 9,529 
Primary metals........ 6.7 10,055 9.6 10,305 
Fabricated metals. . 4.0 7,476 7.0 8,509 
Machinery, except elect........... 4.9 8,859 12.0 9 ,064 
Electrical machinery............... 2.6 9,000 7.4 8,644 
Transport. equipment............. 7.6 8,012 13.8 9,845 
Instruments and related............ 0.2 6,250 2.3 8,950 
Miscellaneous... .. 0.9 5,419 3.8 7,082 

Ac dae hin wale es 100.0 7,947 100.0 8,883 

(Total—$ million)................ (27,171) (117,348) 











Source: U. 8. Dept. of Commerce, Bureau of the Census, Annual Survey of Manufactures, 1957. 


industry to the region in which it is located. 
Perhaps the best single measure, however, is 
value added. Accordingly, Table V is presented to 
indicate the composition of value added by 
manufacturing in the South and the rest of the 
country in 1957. Values added per employee by 
industrial division are also shown in Table V. It 
will be noted, first, that in the South three indus- 
tries stand out in terms of contribution to total 
value added in the region. They are chemicals and 
products, accounting for 15.6 per cent of total 
value added, food and kindred products, ac- 
counting for 13.0 per cent, and textile mill 
products, accounting for 10.6 per cent of total 
value added by manufacturing. Two of these, 
chemicals and foods, are characterized by above- 
average value added per employee, while the 
third, textiles, is characterized by below-average 
value added per employee. In the rest of the 
country there is a somewhat more even distribu- 
tion of value added, as one would expect. How- 
ever, four industries are rather prominent. They 


are transportation equipment, accounting for 13.8 
per cent of total value added, machinery, except 
electrical, with 12.0 per cent of value added, food 
and kindred products, with 10.6 per cent of value 
added, and primary metals, accounting for 9.6 
per cent of total valve added in manufacturing. 
All four of these are characterized by above- 
average value added per employee. Although the 
average value added per employee in the South is 
lower than that in the Non-South, on an industry- 
by-industry basis this is true in only 12 out of 
20 cases. However, two of these cases are indus- 
tries which are major sources of value added in 
the South, foods and textiles. Value added per 
employee in the South is notably lower than in 
the Non-South in the cases of apparel, lumber 
and wood products, furniture and fixtures, stone, 
clay and glass products, and miscellaneous 
manufactures, the first three of which, at least, 
are relatively labor intensive and often use female 
and part-time labor. 

The relationship in the several Southern states 























oyee 


13.8 
sept 


alue 
9.6 


ove- 
the 
th is 


t of 
dus- 
d in 

per 
n in 
aber 
one, 
eous 
east, 
male 


tates 





THE SOUTH’S RECENT ECONOMIC DEVELOPMENT 39 


between per capita personal income on the one 
hand and (1) value added per employee in manu- 
facturing and (2) the proportion of current 
production income derived from manufacturing 
on the other were measured by means of rank 
correlation coefficients. As for the first relationship, 
per capita personal income to value added per 
employee, the rank correlation coefficient is .69, 
which is well above the critical value of .60 for 
the 99 per cent confidence level. For the second 
relationship, per capita personal income to 
proportion of income from manufacturing, the rank 
correlation coefficient is —.16, which is not 
statistically significant. 

The findings suggest the following general 
hypothesis about the role of industrialization in 
raising per capita incomes in the South. In some 
Southern states, industry is attracted primarily 
by nonhuman resources—oil and gas, sulphur, 
salt, water, timber land, etc. The industries in 
question tend to be characterized by high value 
added per man because they lend themselves to 
mechanization and require skilled labor at rela- 
tively high wages. Often the industries are 
affiliated with nationwide concerns whose 
technological and labor standards are well 
established. Such industries may not employ 
great numbers of workers, but their payrolls have 
a disproportionate impact upon local economies 
because of the average level of wages. Moreover, 
industries attracted by nonhuman resources 
create demand for the local output of the ex- 
tractive and service industries, as well as trans- 
portation, trade, finance and utilities, thus 
widening the effect upon local incomes. States 
attracting industry on this basis may have 
relatively high incomes on the average, while 
manufacturing per se seems to account for a 
relatively small proportion of income from current 
production. Other Southern states appear to 
attract industry largely on the basis of cheap 
labor: industries such as textiles, apparel and 
furniture and fixtures, for instance. Raw materials 


18 In an earlier study covering an eleven state 
group defined as the “‘South,’’ the present writer 
found a correlation between per cent increase in 
per capita income and per cent increase in the 
proportion of personal income derived from manu- 
facturing during 1940-1947, but not for the period 
1947-1957. Stephen L. McDonald, ‘“‘Changes in the 
Occupational Structure of the South, 1940-1957,” 
Unemployment Problems, Papers presented before 
Special Committee on Unemployment, U. S. 
Senate, Part 5, December 1959. 


are cheaply transported and may originate in 
other states. Large numbers of workers may be 
employed in such industries, but the total eco- 
nomic impact is relatively small, partly because 
of low wages and partly because there is little 
secondary stimulus to local extractiveand service 
industries, utilities, finance, and transportation. 
Such states, then, may exhibit a relatively high 
proportion of income derived from manufacturing 
per se, but have relatively low incomes per capita. 
Value added per employee in Southern labor- 
intensive industries may be low largely because 
wages are low, and the latter may remain 
low because the industry attracted by cheap 
labor has little inducement to increase the pro- 
ductivity of labor through adopting labor- 
saving devices and techniques. Thus the state 
with little to offer but its cheap labor must 
rely relatively more upon migration from the 
state to raise per capita incomes. 

The statistical findings also suggest the possi- 
bility that industrialization, per se, is over- 
emphasized as a source of Southern economic 
progress to the neglect of other economic activi- 
ties in which the South has greater natural 
advantages. The cases of Texas, Louisiana and 
Florida, all of which have experienced relatively 
high rates of growth in recent years, underline 
the direct contributions to earning power that 
may be made by nonmanufacturing activities 
based on distinctive regional assets: oil and gas 
production, chemical raw materials mining, 
trade, finance and transportation in connection 
with port facilities and water routes, tourism 
and specialized agriculture, for example. Develop- 
ment of such activities in the South may be as 
significant as growth of manufacturing in reliev- 
ing migration of some of the burden of raising 
Southern per capita incomes relatively to the 
rest of the nation. 


Vv. CONCLUSION 


The South’s recent progress toward income 
parity is the result of two processes, the growth 
of aggregate earning power in the region associ- 
ated with increasing relative importance of its 
resources, and the relative reduction of the 
number of persons dependent upon that aggre- 
gate earning power. Both of these processes are 
related to the pattern and speed of the nation’s 
development. The South’s peculiar resources 
achieved their new relative importance because 
the nation’s technology reached a certain stage 
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and its population a certain size. Migration from 
the South reflects opportunities created by growth 
in other sections of the country. Accordingly, one 
is led to assert that the future speed of Southern 
economic development and progress toward 
income parity, particularly as it requires further 
migration from the area, depends heavily upon 
the future speed of the nation’s growth, hence 
upon national policies promoting growth. 
Interestingly enough, the pace of national growth 
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may depend in part upon policies aimed at 
exploiting opportunities offered by the South, 
As for many decades past, the South today is a 
vast storehouse of ineffectively utilized labor and 
other resources. One of the best means, therefore, 
of accelerating the near-term rate of growth of 
the American economy may be a national pro- 
gram designed specifically to facilitate the real- 
location and recombination of those partly wasted 
resources. 
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INTERREGIONAL INCOME DIFFERENCES: SELF-PERPETUATION 
RUFUS B. HUGHES, JR. 


Colorado State University 


The intent of this paper is to consider the 
manner in which our historic and current system 
of social and economic organization perpetuates 
interregional growth and income differentials 
once they come into existence. The rather gen- 
eral failure of American leaders to understand 
certain basic causes for such differentials, even 
as they persist in this country, leads to confusion 
in the formulation of domestic public policy and 
in international relations. 

Here, it will be argued that a free market 
system of organization, by nature, causes ad- 
vanced regions (whatever the original cause for 
advance) to grow, at least in part, at the expense 
of other regions. Consequently, once income 
differences emerge they tend to become self- 
perpetuating, unless some exogenous influence, 
e.g., government or chance, acts to offset market 
forces. These results flow from a process of circu- 
lar causation—income differences causing differ- 
entials in savings and investments, human ca- 
pacities and ambitions, etc., and these, in turn, 
causing differentials in income.! With appropriate 
alterations, a similar argument might be made 
regarding international income differences. 


INDICATIONS OF EQUILIBRIUM THEORY 


To set the stage, consider a free-market econ- 
omy initially in equilibrium and without inter- 
regional differences in socio-economic attributes. 
Now suppose the following: 

(1) Development of a new production process 
which would convert a very common and widely 
distributed material into some widely demanded 
product. 

(2) With this process, per unit cost of the 
product would be much below the cost associated 
with alternative processes. 


‘Gunnar Myrdal, Rich Lands and Poor: The 
Road to World Prosperity (New York: Harper & 
Bros., 1957). Also see: Rufus B. Hughes, Jr., ‘‘The 
Problem of an Adequate Theoretical Framework,”’ 
Proceedings of the Southern Agricultural Workers 
Annual Convention, 1955. The full text of this 
paper is contained in the mimeographed proceed- 
ings—not in the printed abstracts. 
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(3) The new process is subject to economies 
of scale so that the output from one technically 
efficient plant would substantially saturate the 
market for the product, given a price that would 
permit continued operation of the plant. 

(4) A decision is made to locate a plant using 
the new process in some particular region. 

In terms of static (traditional) equilibrium 
theory the initial situation would be disturbed, 
thus, loosing a series of resource adjustments 
which would continue until marginal returns in 
all uses and regions were equal again. The inter- 
regional consequences would be as follows: 

(1) A geographic rearrangement of existing 
labor and capital resources. The concentration 
of resources would (a) increase in the region ac- 
quiring the new plant (b) become less dense in 
neighboring regions and (perhaps) (c) remain 
unchanged in very remote regions. 

(2) An increase in the aggregate real income 
and, thus, in the aggregate value of the econ- 
omy’s resources. These gains would tend to be 
heaped most generously upon (a) resources ini- 
tially located in the region selected for the new 
plant or subject to being moved at low costs and 
(b) resources initially suited (physically or other- 
wise) for use in exploiting the new process or 
subject to low cost conversion. 

(3) Emergence of interregional growth and 
income differentials. Incomes would probably be 
higher in the region acquiring the new plant and 
diminish (though not uniformly) with distance 
from that region. 

Since the traditional analytical framework 
concerns the reestablishment of equilibrium and 
ends at this point, one might expect the above 
situation to be stable until disturbed by another 
exogenous (chance) happening. Should chance 
events occur with geographic randomness, inter- 
regional income differences would (probably) 
prove temporary. A random distribution, how- 
ever, seems unlikely. For various reasons, the 
higher income areas would continue to be fa- 


vored. 
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CIRCULAR CAUSATION AND CONTINUOUS 
DISEQUILIBRIUM 


The analysis would not need to be continued 
if one were concerned only with short-range 
developments. But, in the long-run an equilib- 
rium situation would not prevail. The inade- 
quacy of traditional theory, in this respect, was 
recognized by Professor Domar when he spoke 
of “*. . . a theoretical wonderland where a positive 
net propensity to save is consistent with a con- 
stant stock of capital, where full employment is 
compatible with the traditional competitive 
equilibrium and capitalism with a stationary 
society, ....’” 

Since the classical period, economic thought 
has been largely preoccupied with short-run 
problems of allocation and stability. The theories 
that have resulted, though fairly adequate for 
short-term analyses, provide little insight into 
problems of growth or interregional growth 
differentials. Efforts to rid economic theory of 
myopia have centered largely upon variables 
generally accepted as being economic, e.g., 
savings, investment, internal and external econ- 
omies, etc. A reworking of the theory in terms 
of such variables is essential, but not adequate 
for a thorough understanding of growth differ- 
entials. Without more knowledge of the impact 
of economic development upon the human agent, 
and vice versa, growth differentials will continue 
to exhibit a large measure of mystery. In a tenta- 
tive manner this article attempts to integrate 
(along with other things) certain evidence re- 
garding the human agent into the main body of 
theory. Tentativeness is required by the paucity 
of relevant research. 


Differential Savings and Investments 


Now, the analysis will be continued from the 
point at which reference was made to Domar’s 
work. To begin with, interregional income differ- 
entials would be associated with savings differen- 
tials and, thus, with differentials in the availa- 
bility of funds for investment. Even for ordinary 
business purposes investment opportunities in 
the higher income areas would have first choice 
on the use of such funds. This would include 
opportunities in agriculture as well as in other 


*Evsey D. Domar, “Economic Growth: An 
Econometric Approach,’’ The American Economic 
Review, Papers and Proceedings, May, 1952. 


sectors.’ The tendency for investment funds to 
be more available in the region selected for the 
new plant, henceforth to be called the “develop- 
ing region,” and in nearby areas would be in- 
creased if, as seems probable, the central offices 
of financial institutions were located in growth 
centers rather than in other areas.‘ Interregional 
availability of funds for developing human ca- 
pacities and ambitions would be even more 
unequal; about which more will be said later. 


Internal and External Economies 


In discussing interregional growth differentials 
Professor Myrdal suggests that for regions which 
begin first the process of development there are 
“.. ever-increasing internal and external econ- 
omies—interpreted in the widest sense of the 
word, for instance, a working population trained 
in various crafts, easy communications, the feel- 
ing of growth and elbow room, and the spirit 
of new enterprise...” which would fortify and 
sustain the continuous growth of the developing 
region at the expense of others.® 

As evidence, one might examine the historic 
decline of the Indian textile industry in the face 
of enforced competition with imported textiles 
or the current difficulty of developing an Indian 
automobile industry. Under such conditions 
entrepreneurs in the retarded regions would en- 
counter real cost disadvantages in most lines of 
production. As a result, with free trade, there 
might be a continuing net flow of investment 
funds away from the retarded regions (in spite 
of the low level of local savings)—forcing upon 
the local labor force (1) unemployment, (2) un- 
deremployment in agriculture, or (3) at best, 
employment in relatively low wage, capital ex- 
tensive industry. 


Migration Differentials 
With a secular tendency for investment to be 
concentrated in a particular region, growth in 


the demand for labor would be concentrated in 
the same region, and population would not tend 


* Vernon W. Ruttan, ‘“‘The Impact of Urban- 
Industrial Development on Agriculture in the 
Tennessee Valley and the Southeast,’’ Journal of 
Farm Economics, February 1955. Rufus B. Hughes, 
Jr. ‘‘“Recombining Resources in Low Income Agri- 
cultural Communities,’’ Unpublished paper read 
at the Southern Economic Association meetings in 
Jacksonville, Florida, Nov. 15, 1952. 

4 Myrdal, op. cit., p. 28. 

5 Jind., p. 27. 
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to a geographic equilibrium. Instead, the influx 
of people to the developing region would con- 
tinue. 

If, as is suggested by nearly all relevant mi- 
gration studies, migration took a dispropor- 
tionately large share of young adults, the burden 
upon development in outlying areas would be 
obvious. Residual populations of such regions 
would be left with inordinately large numbers of 
dependent old folks and children.’ On this score, 
regions with net migration losses would face a 
dilemma. Without increased local investment 
rates, the situation would not be improved by 
measures to inhibit migration. 

The above does not reveal the full extent of 
the burden. At least fragmentary evidence sup- 
ports two additional hypotheses: 

(1) Except where movement occurs over 
short distances or where the channels are well 
established by previous migrants from the same 
parent group, migration is selective, also, of the 
better qualified youth—judging qualifications in 
terms of initiative and education (and possibly 
native ability). 

(2) Distance (or inaccessibility for any rea- 
son) discourages the amount of migration that 
occurs in response to any given differential in em- 
ployment opportunities. 

A part of this evidence will be cited here. 

In studying migration of high school graduates 
from rural Minnesota, Floyd M. Martinson 
found that restless graduates with superior 
academic records were inclined to leave the rural 
community; while complacent students with 
poorer academic records were inclined to remain.® 

Two studies of emigration from rural Tennes- 
see are, also, consistent with the hypothesis. One 
study concerns movement from an area of Weak- 
ley County where, due to the area’s convenient 
location relative to public transportation facili- 
ties (among other things), most families have 
well established personal contacts with previous 
emigrants now living in industrial areas of the 
North Central Region. The other study con- 


6 Dorothy S. Thomas, Memorandum on Migra- 
tion Differentials, Social Science Research Council 
Bulletin No. 43, 1938, p. 11. Everett S. Lee, Mz- 
gration Differentials, Volume I, Prepared for Com- 
mittee on Migration Differentials, Social Science 
Research Council, 1953, Chapter IV. 

7 Myrdal, op. cit., p. 27. 

’ Floyd M. Martinson, ‘‘Personality Adjust- 
ments and Rural-Urban Migration,’’ Rural Soci- 
ology, June 1955. 





cerns movement from an area of Lincoln County 
which is less conveniently located and in which 
personal contacts with earlier emigrants are less 
general. 

In recent years migration from the more con- 
veniently located county has been non-selective 
relative to education, thus, taking proportion- 
ately more of the farm renter and laborer classes 
and leaving those who, by the right of inheriting 
farm property, have better income opportunities 
in the local area. In earlier times, before contacts 
with the outside were so well developed, migra- 
tion from the area selected a larger share of the 
better educated.® 

In contrast, migration from the less conveni- 
ently located county has continued to select 
proportionately more of the better educated from 
all economic classes, leaving local problems of 
development to be solved by the relatively un- 
educated.!° Though family incomes were some- 
what lower in the less accessible county (a larger 
share of the labor force being superfluous) the 
emigration rate was also lower. Such emigration 
differentials must, in large measure, explain the 
differences in economic levels between midwest- 
ern or northeastern rural communities and rural 
communities of the South—those in the South 
being less conveniently located relative to the 
major industrial centers." 

If, as these studies suggest, emigration from 
isolated regions takes a proportionately larger 
share of the restless, intelligent and educated 
young adults, regions that are remote from de- 
veloping industrial centers would bear additional 
burdens of (1) losing a disproportionately large 
share of the most productive youth from each 
generation, as well as (2) not being so adequately 
relieved of superfluous population. The signifi- 
cance of such migration differentials in aggravat- 


®Joe A. Martin, Impact of Industrialization 
Upon Agriculture—A Study of Off Farm Migration 
and Agricultural Development in Weakley County, 
Tennessee, Ph.D. Thesis, University of Minnesota, 
1955. 

10R. B. Hughes, Jr., Low Incomes in Southern 
Agriculture: Population Adjustments, Ph.D. The- 
sis, University of Chicago, 1959, Chapter 2. Also 
see: Lee, op. cti., ». 132. 

1 Ruttan, op. cii.; Anthony M. Tang, ‘‘Indus- 
trial-Urban Development and Agricultural Ad- 
justments in the Southern Piedmont, 1940-50,’ 
Journal of Farm Economics, August 1957; William 
H. Nicholls, ‘‘The Effects of Industrial Develop- 
ment on Tennessee Agriculture, 1900-1950,’ Jour- 
nal of Farm Economics, December 1956. 
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ing interregional income differentials may best 
be appreciated in the light of Professor Schultz’s 
contention that the major share of recent eco- 
nomic growth can only be understood in terms of 
improved human capacities, i.e., investments in 
education, health, etc.” 


Differential Investment in Human Capacities 


At this point it is relevant to consider the issue 
of interregional differentials in investment funds 
available for other than ordinary business pur- 
poses, i.e., for education, health, roads, etc. Only 
a small share of these investments are under- 
taken with expectations of business profits. In- 
stead they are made by individuals (for the 
direct benefit of the individual or a relative) or 
by the public—not by business firms. It is con- 
venient to consider here only expenditures for 
education and health, two of the main determi- 
nants of human capacities and motivations. In 
so doing there is no desire to down-grade the 
importance of other non-business investments. 

The common practice is to treat investments 
in human productive capacities as consumption 
expenditures, thus, ignoring that such invest- 
ments are the sine qua non of progress.” 

In regions with below average incomes, as in 
the Southern United States, many young people 
receive inferior education, both in regard to 
quality and quantity. The same is true regarding 
medical care. As a result, at maturity they are 
less capable of recognizing and exploiting the 
opportunities that exist. As indicated previously, 
the better qualified are likely to be enticed away 
by superior opportunities in more advanced 
regions. 


Differentials in Economic Motivations 


Accomplishing interregional equality would be 
difficult enough if the residual populations of the 
less developed regions were only less capable than 
the populations of other regions. Evidence sug- 
gests that consequent to their history of low in- 
comes, lack of education and the selectivity of 
outmigration (all of these being causally related) 


2T. W. Schultz, “Investment in Man: An 
Economist’s View,’’ The Social Science Review, 
June 1959. Also see: E. J. Long and Peter Dorner, 
‘Excess Farm Population and the Loss of Agri- 
cultural Capital,’’ Land Economics, November 
1954, regarding the capital drain involved. 

18 Schultz, op. cit., pp. 109-112. 


they are also less motivated to economic accom- 
plishment. 

In general, aspirations for income are limited 
by the experiences to which aspirants are ex- 
posed. Though concerned with different aspects 
of behavior, the ideas discussed here are closely 
related to what Professors Duesenberry and 
Galbraith have termed demonstration effects or 
dependence effects.‘ Persons reared with low 
incomes and living in communities where most 
people are poor tend to accept low incomes as 
normal, especially if their educational experi- 
ences have been so slight as to leave them sub- 
stantially unaware of living conditions in other 
regions. Standards for economic status and ac- 
complishment and, thus, socio-economic be- 
havior tend to be adjusted in accordance with 
the concept of normality. Behavior in regard 
to migration, use of investment funds, education 
of children, birth rates, etc., are all affected. 

Because their economic standards are low, 
populations of the less advanced regions fail to 
take full advantage of their economic potentials, 
i.e., in terms of income possibilities they utilize 
resources inefficiently. Suggestive evidence of 
the ineffective use of resources is contained in 
two analyses of income variations among families 
living in isolated, low-income rural communi- 
ties.!° In these studies little net association be- 
tween variations in family incomes and family 
resources was observed. Efficiency in resource 
use seemed to be adjusted (upward or downward) 
to the level required for maintenance of a very 
low income standard. 

Consequent to low economic standards they 
continue, also, to have high human fertility rates 
though they have little chance for providing the 
great bulk of their youth more than meager ex- 
penditures for health and education or other 
than low wage employment or (perhaps) unem- 
ployment. The influence of childhood economic 
circumstances upon human fertility is indicated 
by analyses of three sets of data from Tennes- 


4 James S. Duesenberry, Income, Savings and 
the Theory of Consumer Behavior (Cambridge, 
Mass.: Harvard University Press, 1952) and John 
K. Galbraith, The Affluent Society (Boston, Mass.: 
Houghton Mifflin Co., 1958). 

16 Rufus B. Hughes, Jr., ‘‘Demonstration Ef- 
fects on Production,’ Journal of Farm Economics, 
Aug., 1960; “Marginal Returns on Agricultural 
Resources in a Southern Mountain Valley,” Jour- 
nal of Farm Economics, May 1954. 
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see.!® All else the same, i.e., education, current 
income, etc., fertility rates were significantly 
lower among those reared under favorable eco- 
nomic conditions than among those reared under 
unfavorable conditions. This tendency was rein- 
forced by an intercorrelation between childhood 
economic levels and educational attainments. 


CONCLUSIONS 


The process of human resource development 
and allocation, which leaves underdeveloped 
regions with a disproportionate share of inept 
people, would continue to be repeated (unless 
halted by chance events—as, for instance, the 
event that disturbed the initial equilibrium) 
until government or governments intervened to: 
(1) ensure a more equal geographic distribution 
of investment (2) restrict interregional trade (3) 
ensure the educational and vocational prepara- 
tion of youth in underdeveloped regions, and/or 
(4) ensure mobility patterns that would relieve 
underdeveloped regions of superfluous people, 
but leave them a greater share of the types of 
people who would be essential for local develop- 
ment. 

In a very real sense certain costs of greater 
equality would be negative. Because of the in- 
herent inadequacy of free markets in regard to 
the development and geographic allocation of 
human resources, investments for developing 
the productive abilities of people do not ap- 
proach the level at which marginal “social gains” 
would equal marginal “social costs.’”? Conserva- 





16 Rufus B. Hughes, Jr., ‘Human Fertility 
Differentials: The Influence of Industrial-Urban 
Development on Birth Rates,’’ Population Review, 
July 1959. 


tive estimates place the rate of return on educa- 
tional investments well above the returns on 
non-human capital forms.'7 More “adequate” 
development and use of human resources would 
involve public action and reshuffling of economic 
positions. But as we have seen, the current dis- 
tribution is as much the result of chance as of 
merit. 

Contrary to orthodox opinion, free trade is not 
an unmixed blessing for all parties involved. Con- 
sequent to the cost advantages discussed under 
the section entitled Internal and External Econo- 
mies, competition from unrestricted interregional 
trade may stifle nearly all lines of lucrative de- 
velopment in the more retarded regions. In order 
to reach this conclusion one need not argue that 
free trade fails to maximize aggregate income, 
though in certain respects this may be the case. 
He need only argue that the lion’s share of such 
gains are captured by the developed regions. As 
a matter of justice, the less developed regions 
might reasonably claim the right to (1) selective 
regulation of trade and/or (2) income transfers 
from developed areas. 

As yet no reference has been made to what 
Professor Myrdal has termed “spread effects.’”8 
With sufficiently rapid technological progress, 
high rates of savings and investments, etc., real 
incomes in all areas might rise so rapidly and 
high as to cause interregional per capita income 
differentials to become insignificant. However, 
the fact that even in the United States such 
differentials are still relatively large does not 
argue well for leaving the problem of equality to 
be solved by “spread effects.” 


17 See estimates made by Professor G. S. Becker 


in T. W. Schultz, op. cit., p. 116. 
18 Myrdal, op. cit., p. 31. 





SLAVERY AND THE POPULATION OF THE SOUTH* 
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I 


The notion persists that slavery prevented 
much immigration into the South and thereby 
kept population in that area sparse.! Explicitly 
the argument appears in two forms. According 
to one, since slavery is inherently repulsive, 
many people avoided the South and even some 
of those who did settle there subsequently left. 
According to the second, slavery per se degraded 
labor, for what free man would want to do the 
type of work normally assigned to slaves? Even 
if one were willing to work in competition with 
slaves, owners of Negroes would tend to under- 
bid the free man. Though these two commonly 
appear as separate versions, they are really two 
parts of a more comprehensive presentation of 
the case. The argument has never been fully de- 
veloped; in fact, the third and probably most im- 
portant part has been left implicit. While asser- 
tions abound that slavery prevented mainte- 
nance and accumulation of nonhuman resources, 
the point that the resulting lack of resources kept 
immigrants away has remained implicit. Conse- 
quently, part of the task of investigating the 


* The author is indebted to the Graduate Re- 
search Committee of Auburn University for finan- 
cial aid and to the editors of this Journal for 
helpful criticism. 

1N. S. B. Gras, A History of Agriculture in 
Europe and America, 2nd ed. (New York: F. S. 
Crofts and Co., 1946), p. 411; L. C. Gray, History 
of Agriculture in the Southern United States to 
1860, II (Washington, D. C.: Carnegie Institution, 
1932, reprinted 1941), p. 940; D. L. Kemmerer and 
C. C. Jones, American Eccnomic History (New 
York: McGraw-Hill Book Co., 1959), p. 254; A. 
M. Schlesinger, ‘‘Editor’s Introduction,’’ The 
Cotton Kingdom, by F. L. Olmstead (New York: 
Alfred A. Knopf, 1953), p. 1; C. W. Wright, Eco- 
nomic History of the United States (New York: 
McGraw-Hill Book Co., 1949), p. 305. Gray did 
not hold slavery entirely responsible but con- 
sidered it a ‘‘factor of considerable importance.”’ 
Wright also regards it as one among various fac- 
tors. Kemmerer and Jones and authors of other 
representative texts subsequently cited generally 
lack the caution of Gray and Wright as do Gras 
and Schlesinger. For an earlier statement see J. 
E. Cairnes, The Slave Power (New York: Carleton, 
1862), pp. 81-82. 


merits of the position that slavery kept the 
South thinly populated is to present a full state- 
ment of the argument supporting this position. 

To a greater extent than is commonly realized, 
writers of the first half of the nineteenth century 
refuted the contention that slavery resulted in 
an undesirably small population for the South. 
Though recent scholars have continued the proc- 
ess, their largely valid ideas have not attained 
the circulation they deserve and have not filtered 
into widely used textbooks on the economic 
history of the United States. Even though some 
contemporary scholars have done efficient work 
on the problem, they have not produced a clear 
statement that slavery did not keep the South 
underpopulated and may well have packed more 
people into the region than would have arrived 
in its absence. 


II 


For many people it is self-evident that slavery 
drove some people out of the South and pre- 
vented many others from moving into that 
region and did so because slavery is inherently 
repugnant, because slavery put labor under a 
stigma, and because it enabled slaveholders to 
underbid free workmen. This belief is largely 
erroneous. 

Did distaste for slavery lead to all or some 
outmigration from the South and also prevent 
some immigration into Slave States? Apparently 
no writer has ever attributed emigration from 
the South entirely to slavery.? In fact, emigration 
of most groups occurred largely as a consequence 
of such economic factors as (1) the existence of 


2G. R. Taylor once came nearest to such a 
general statement when he asserted that opposi- 
tion to slavery or lack of ability to acquire slaves 
caused many to leave the upland regions of the 
South Atlantic States for the Midwest. See his 
‘‘Agrarian Discontent in the Mississippi Valley 
Preceding the War of 1812,” The Journal of Polit- 
ical Economy, August 1931, p. 472. As evidence for 
his general statement, Taylor cites the following: 
J. Espy, Memorandum of a Tour in Ohio and Ken- 
tucky in 1805, Ohio Valley Historical Series, No. 7 
(Cincinnati, 1871), pp. 22-23, and The Common- 
wealth (Pittsburgh, March 12, 1806). 
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low-priced land of high quality in the Midwest 
and (2) soil exhaustion in the older parts of the 
South.* It may well be that opposition to slavery 
did cause certain individuals and groups to leave 
the South, but even here it is easy to assign 
undue importance to antipathy to slavery. For 
example, 8. B. Weeks concluded that dislike of 
slavery was an overwhelming influence leading 
to the decline in numbers and influence of 
Quakers in the South.‘ Nevertheless, as Weeks 
pointed out, many of the Quakers would have 
left the South even had slavery not existed there, 
and their extreme spirituality together with the 
aggressiveness of rival sects, particularly Meth- 
odists and Baptists, contributed toward contrac- 
tion in their number and importance.® Finally, 
if opposition to slavery led many Quakers to 
leave the South, why did they or their ancestors 
settle in the Slave States in the first place? 

If hatred of slavery as an institution did not 
cause most departures from the South, it can 
scarcely be blamed for lack of immigration into 
that region. Certainly white immigration into 
the South had occurred during the 17th and 18th 
centuries concurrently with importation of 
Negro slaves. 

Many writers assert but do not think it neces- 
sary to present evidence that slavery put labor 
under a stigma and discouraged immigration of 
free workmen into the slave states.* If they mean, 
as they generally seem to, that the slave as a 
low-caste workman per se degraded labor, the 
evidence against them is at least strong enough 
to disturb their assurance. If, on the other hand, 
they imply that by increasing the supply of 
labor slavery reduced wages, they may be in a 
safer position. 


3A. G. Smith, Economic Readjustment of an Old 
Cotton State South Carolina, 1820-1860 (Columbia, 
8. C.: University of South Carolina Press, 1958), 
pp. 29-30, 33-36, 44. 

4S. B. Weeks, Southern Quakers and Slavery 
(Baltimore, Md.: Johns Hopkins Press, 1896), p. 
291. 

5 Ibid., pp. 291-293. 

6 J. E. Cairnes, op. cit., p. 54; M. S. Heath, 
Constructive Liberalism, the Role of the State in 
the Economic Development in Georgia to 1860 (Cam- 
bridge: Harvard University Press, 1954), p. 355; 
H. Martineau, Society in America, II (Paris: A. 
and W. Galignani and Co., 1837), p. 68; J. Sterling, 
Letters from the Slave States (London: John W. 
Parker & Sons, 1857), p. 222; T. J. Wertenbaker, 
The Old South (New York: Charles Scribners’ 
Sons, 1942), p. 232; C. W. Wright, op. cit., p. 305. 


Since many authors seem to think that slavery 
degrades labor regardless of its influence on the 
amount of labor, the primary task of the re- 
mainder of this section is to refute this assump- 
tion. The question of the effect of slavery on the 
supply of labor will be left largely for considera- 
tion in following sections. 

Throughout the history of the South, much 
agricultural labor has been done by whites. 
Prior to 1860 the bulk of the white agricultural 
population of the region were yeoman farmers, 
nonslaveholders and small slaveholders.? Char- 
acteristically, small slaveholders labored along- 
side their Negroes, serving in the dual role as 
overseers and pacemakers.’ Quite often non- 
slaveholding farmers hired slaves to assist them,° 
and it would be vain to search for one who felt 
himself degraded upon discovery that the slave 
gave a good account of himself as a workman. 

Though Southern yeoman and poor whites 
did wish to keep Negroes in an inferior social 
position, they could depend upon slavery to 
hold them there. I am convinced that Southern 
farmers have generally not thought of the Negro 
as an economic rival. In part, I base this conclu- 
sion upon my own observations and those of 
relatives and friends. It gains support from 
literature on ante bellum periods. Whenever an 
author wishes to use specific examples to demon- 
strate opposition to Negro workmen on the part 
of pre-1860 whites, he takes his instances most 
often from expressions by skilled workmen and 
infrequently from those of the unskilled.!° 

How is one to explain the seemingly strange 
circumstance that Southern white farmers have 
generally not looked upon the Negro as an eco- 
nomic rival? In part, the explanation may lie in 

7F. L. Owsley, Plain Folk of the Old South 
(Baton Rouge, La.: Louisiana State University, 
1949), pp. 7-9; F. L. and H. C. Owsley, ‘“‘The Eco- 
nomic Basis of Society in the Late Ante-Bellum 
South,’’ The Journal of Southern History, Febru- 
ary 1940, p. 30. 

8 J. C. Calhoun, “Speech on the Oregon Bill,’’ 
The Works of John C. Calhoun, ed. by R. K. Crallé, 
IV (New York: D. Appleton and Co., 1888), 505; 
K. M. Stampp, The Peculiar Institution (New 
York: Alfred A. Knopf, 1956), pp. 7, 35-36; J. 
Sterling, op. cit., p. 222. 

9K. M. Stampp, op. cit., p. 71. 

10 For examples see the following: M. 8S. Heath, 
op. cit., p. 353; R. B. Morris, Government and Labor 
in Early America (New York: Columbia Univer- 
sity Press, 1946), pp. 182-188, 524; T. J. Werten- 
baker, op. cit., pp. 229, 232-233. 
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the fact that white Southerners have long been 
accustomed to the Negro’s participation in agri- 
culture. In all probability, market conditions 
have been a much more potent factor leading to 
this circumstance. Individual farmers, large or 
small, have never been significant enough to 
influence price. If the earth swallowed up a small 
farm or a plantation, no rise in price occurred. 
Though a farmer may envy the success of his 
biack or white neighbor, he does not do so be- 
cause this neighbor has secured a larger fraction 
of the market. 

Those who have interpreted idleness of the 
Southern rural poor as the inevitable result of 
degradation of labor by slavery doubtless have 
been mistaken as to its source. Apparently they 
have assumed that work was always available 
at a wage above objective alternative costs. 
Though the fact that many were idle for lack 
of opportunity for employment escaped many 
authors, Governor Hammond of South Caroline, 
the industrialist William Gregg of the same state, 
and the New England engineer, C. T. James, 
repeatedly emphasized that the pre-1860 idle 
Southern whites were not rejecting proffered 
employment; the mere establishment of an em- 
ployment-giving enterprise was in itself regarded 
as an act of philanthropy." In spite of this con- 
trary evidence, travellers and others found it 
hard to explain why many Southern rural folk 
preferred hunting and idleness to employment. 
They not only ignored the fact that jobs were 
not plentiful but they also failed to realize that 
hunting, fishing, and trapping had a_ positive 
marginal productivity in addition to the pleasure 
which these activities afforded. 

Though some pre-1860 white Southern factory 
workers may have objected to working side by 


1! For a statement by Gregg, see speech of his 
printed in DeBow’s Review, August 1851, p. 127; 
for Hammond’s view see his ‘‘Progress of Southern 
Industry,’’ DeBow’s Review, June 1850, p. 519 and 
“Southern Industry” in J. D. B. DeBow, ed., 
The Industrial Resources of the Southern and West 
ern States, III (New Orleans: Office of DeBow’s 
Review, 1853), p. 35; C. T. James, ‘Cotton and 
Cotton Manufactures at the South,’’ DeBow’s 
Review, June 1850, p. 558 and “The Production 
and Manufacture of Cotton with Reference to 
Its Manufacture in Cotton Growing States,” 
Hunt’s Merchants’ Magazine, November 1849, p. 
498. The significance of these statements by Gregg, 
Hammond, and James has escaped many writers 
but not A. G. Smith, Jr. See p. 128 of book cited 
in fn. 5. 
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side with Negroes, both blacks and whites quite 
frequently worked together without apparent 
objection.” In contrast to agricultural and fae- 
tory workers, artisans at times protested vigor- 
ously against the employment of Negro rivals, 
both slave and free.“ That they should have 
expressed opposition accorded with the circum- 
stances of their markets, for they produced in a 
limited market and were commonly significant 
enough to influence the price of their services. 
Even today some labor and professional groups 
fight successfully to exclude certain religious and 
racial groups from their ranks. Though nobody 
misinterprets the intent of restrictive practices 
currently employed, students of the pre-1860 
South are likely to interpret similar actions as 
efforts to maintain the dignity of labor as ab- 
stract from the level of wages. A South Carolina 
law of 1750, which directed that no master was 
to allow his slave to work alone in his shop and 
required each master to employ one white ap- 
prentice or journeyman to every two Negroes, 
indicates that white artisans were primarily 
concerned with the level of wages.'* Finally, we 
have John C. Calhoun’s assurance that South- 
erners did not resent being employed to work 
with Negroes “in the same field or in any me- 
chanical operation. . . .’!5 

A worthy companion to the notion that slavery 
degraded labor is the somewhat contradictory 
thesis that slavery contributed greatly to the 
self-esteem of even the poorest whites.'* Since 
all whites ranked above slaves in the social 
hierarchy, the pre-1860 South should have been 
nerpetually in disequilibrium and should have 
appealed greatly to new immigrants, who for 
the most part were very much like whites already 
resident in the South. While some Southerners 


#2 J.S. Buckingham, The Slave States of America 
(London: Fisher, Son & Co., 1840), II, pp. 111, 
426; A. Kohn, The Cotton Mills of South Carolina 
(Charleston: The Daggett Printing Co., 1907), p. 
16; E. M. Lander, Jr., “Slave Labor in South 
Carolina Cotton Mills,’”’ The Journal of Negro 
History, April 1953, p. 161. 

3 See fn. 10. 

4 T. J. Wertenbaker, op. cit., p. 233. Werten- 
baker cites South Carolina Gazette, July 9, 1750, 
Supplement. 

18 See fn. 8 

16D. F. Dowd, “A Comparative Analysis of 
Economie Development in the American West 
and South,” The Journal of Economic History, 


December 1956, p. 571; K. M. Stampp, op. cit., 
p. 426. 
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might well have found the presence of slaves 
conforting, most whites were probably not de- 
pendent upon the slaves for bolstering their 
self-esteem. Most people have little difficulty 
convincing themselves that they are the equals 
of all who have surpassed them and superior to 
those who really are their equals. Perhaps slavery 
simplified the problem for some. At any rate, 
many people become attached to “‘inferiors” once 
these have been identified and are willing to 
devote considerable effort toward perpetuation 
of an established subordinate status. Many 
Southern whites have been less concerned to 
maintain the dignity of labor than to set up 
institutions for disciplining the Negro. Just as 
they exaggerate the degree to which slavery 
degraded labor, some writers place too much 
emphasis on the capacity of slavery to contribute 
to the self-esteem of the whites. If, however, 
they are taken at their face value, how can they 
conclude that slavery degraded the working 
white and at the time contributed to his self- 
esteem? 

In short, slavery did little to degrade labor 
except that slaves added to the quantity of 
labor and thereby lowered its price. Had each 
slave been replaced by a free white man, the 
problem of the relative plentitude of labor would 
have remained. Idleness of white Southerners 
resulted from a scarcity of opportunities for 
work and from the positive marginal productiv- 
ity of hunting and fishing. Lack of job opportuni- 
ties for white Southerners suggests that it was 
redundance of labor and not slavery which for 
the most part prevented immigration into the 
South. 


III 


An interesting variant of the theme of oppres- 
sion of free labor by the institution of slavery is 
the contention that the life of the free worker 
was made difficult because of the propensity of 
the slaveholder to underbid him. As a result of 
this alleged undercutting, immigration into the 
South was prevented and some free white resi- 
dents were driven out. Even some sophisticated 
writers maintain that slaveholders were inclined 
to underbid free workmen and argue that they 
could do so because they could force slaves to 
work at a subsistence level.” 


17 For example, see K. M. Stampp, op. cit., p. 
426. At least one economist has concluded that 


In part, the conclusion that slaveholders were 
prone to underbid free workmen probably re- 
sulted from misinterpretation of facts. In some 
cases slave labor may have been sold at an ap- 
parent but not real discount. Though such was 
often or even generally not so,'® slave labor was 
doubtless in some cases less efficient than free, 
and selling the labor of a comparatively ineffi- 
cient slave at a wage below that prevailing for 
other labor would not constitute underbidding. 
Furthermore, hiring of slaves may have involved 
nonmonetary returns and costs. Though non- 
monetary returns are not generally mentioned, 
H. R. Helper thought they existed. According 
to him, so prestigious was it to have a Negro in 
evidence that some nonslaveholding whites paid 
higher wages for slave labor than they would 
offer free whites.!* Perhaps more often non- 
monetary costs outweighed nonmonetary gains, 
so that a lower explicit wage was paid for slave 
than for free labor. If wages of free labor ex- 
ceeded explicit money wages of slave labor only 
by an amount equal to the nonmonetary costs 
of slave labor (food, clothing, and shelter in case 
of long-period or even short-period hiring, antip- 
athy toward Negroes, and so on), no undercut- 
ting by the slaveholder occurred. 

If slaveholders did engage in cutthroat com- 
petition with free workers, such behavior was 
most likely to characterize limited markets like 
those for the services of artisans. By such tactics 
a slaveholder could hope at times to obtain more 
work for his skilled slaves in the short run or to 
chase the skilled white out of the locality. The 
white workman, however, might not leave but 
might simply reduce his charges, so that the 
slaveholder would not gain and perhaps retire 
from the market. The theory of oligopolistic 
markets provides still another solution. The 
slaveholder and the free artisan might share the 
market at the existing price, particularly if this 
market were expanding. 

Though at times cutthroat tactics may have 
characterized some markets in which few sellers 
or buyers operated, that slaveholders did not 
underbid free workers in more general markets 





because of slavery there was no labor market in 
the South. See R. M. Robertson, History of the 
American Economy (New York: Harcourt, Brace 
and Co., 1955), p. 100. 

18 See Section IV below. 

19H. R. Helper, The Impending Crisis (New 
York: A. B. Burdick, 1860), p. 380. 
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is indicated by the fact that some Southern fac- 
tories employed only whites while others used 
only slave labor or worked whites and blacks 
side by side at the same jobs. 

Certainly underbidding did not exist in agri- 
culture. Even the largest slaveholder was too 
insignificant to influence the price of the com- 
modity he produced. Peak demands for agricul- 
tural labor by those seeking to hire workmen 
tended to come at times when the poorer whites 
were busy with their own affairs. 

In summary, the logic of circumstances argues 
against extensive underbidding of free labor by 
slaveholders. 


IV 


Still another aspect of the thesis that slavery 
kept immigrants away from the South is that 
existence of the institution reduced the stock or 
prevented accumulation of nonhuman resources. 
Allegedly this circumstance resulted from one 
or more of the following supposed facts: (1) 
Slaves were unfit for industrial work; (2) slavery 
led to mining of the soil; (3) slave labor con- 
tributed to the plantation economy and helped 
to create a romantic view of the agrarian way of 
life and dislike for modern industrialism; (4) 
investment in slaves prevented investment in 
other directions. 

(1) Published statements that the slave was 
unfit for industrial work are becoming rare. In- 
stead most recent authors support the contrary 
position. They note that Negro slaves were suc- 
cessfully employed in mining, quarrying, canal- 
building, railway construction, tanning, ginning 
of cotton, processing of tobacco, textile manu- 
facturing, lumbering, and iron production.®® In 
short, the slave performed satisfactorily as a 
workman in all forms of economic activity car- 
ried on in the South. Even if the slave had been 
ineffective in all activities outside agriculture, 
Southern businessmen would not have been 
hampered by shortage of labor, for free white 
labor was available from the ranks of the unem- 
ployed and underemployed.” In general, agri- 


20 J.S. Buckingham, op. cit., II, p. 111; A. Kohn, 
op. cit., p. 16; E. M. Lander, Jr., op. cit., p. 161; 
J. C. Robert, The Tobacco Kingdom (Durham: 
Duke University Press, 1938), pp. 197-208; A. G. 
Smith, Jr., op. cit., pp. 114, 127; K. M. Stampp, 
op. cit., pp. 60-67, 415; C. 8. Sydnor, Slavery in 
Mississippi (New York: D. Appleton-Century 
Co., 1933), pp. 6-8. 

21 See fn. 11. 
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culture offered the most profitable employment 
for labor, free and slave. Essentially there was 
nothing hidden, mysterious, and sinister about 
allocation of productive resources to agriculture.” 

(2) Though its lack of merit was exposed over 
a century ago and finally it seems actually to be 
withering away, the notion that slavery was 
responsible for the destruction of the Southern 
soil abides with us yet.* By pointing out that 
cheapness of soil in relation to labor led to ex- 
haustion of the former in all newly settled coun- 
tries, by indicating that the most profitable and 
developed farms of lower Virginia were cultivated 
by use of slave labor, and by explaining that the 
more intensive tillage required by Southern crops 
and comparatively heavy rainfall brought about 
extensive erosion, E. Ruffin should have ended 
the discussion as long ago as 1853.24 Much nearer 
our own time, L. C. Gray in 1932 labeled the 
formulation which attributes exhaustion of 
Southern soil to slavery an absurdity.2° Subse- 
quently, historians and economists have pointed 
to other factors which account for the low quality 
of most Southern soil.2* On the whole, both 
Northern and Southern farmers wasted the soil 
for the simple reason that it was relatively plenti- 
ful and labor comparatively dear. In the South 
exceptions were generally slaveholders who first 
introduced improved methods. Throughout most 
of the South, the topsoil was never deep and 
erosion resulted not from slavery but from the 
hilly nature of the countryside, heavy rainfall, 
and prolonged failure to empl. y contour plowing 
and proper drainage. In addition, much of the 
coastal area of the South consists either of bogs 
and swamps or of light sandy soil which leaches 
easily. In spite of this evidence, authors of text- 





2 Cf., for example, D. L. Kemmerer and C. C. 
Jones, op. cit., p. 254; R. M. Robertson, op. cit., 
p. 101. 

23H. U. Faulkner, American Economic History, 
7th ed. (New York: Harper & Bros., 1954), p. 
320; R. M. Robertson, op. cit., p. 101; A. M. Schle- 
singer, op. cit., p. 1. 

*4 FE. Ruffin, “Southern Agricultural Exhaustion 
and Its Remedy,’’ DeBow’s Review, January 1853, 
especially pp. 34, 38. 

25 L. C. Gray, op. cit., II, p. 940. See also A. O. 
Craven, Soil Exhaustion as a Factor in the Agri- 
cultural History of Virginia and Maryland, Uni- 
versity of Illinois Studies in the Social Sciences, 
XIII (1925). 

26 For example, see C. B. Hoover and B. U. 
Ratchford, Economic Resources and Policies of the 
South (New York: Macmillan Company, 1951), 
pp. 3-5; K. M. Stampp, op. cit., pp. 394-395. 
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books have continued and probably will continue 
to impute destruction of the soil of the South to 
slavery. 

(3) Though there was in some areas of the 
South prejudice against manufacturing and 
trade,” both the extent and significance of this 
attitude are easily exaggerated. Most Southerners 
wanted to improve their positions in life and 
willingly undertook any available enterprise 
which might lead to realization of this goal. 
Though some agriculturalists in older parts of 
the South might oppose introduction of manu- 
facturing into the South, most Southerners were 
opportunists and had little respect for precedent. 
For most of them, Andrew Jackson—a man 
eager to advance by practice of law, politics, 
mercantile trade, military endeavors, agriculture, 
or any other promising line of action—was more 
likely to serve as model than the established 
aristocratic planter of Virginia or South Carolina. 
Doubtless, most energetic and ambitious South- 
erners conformed to Harriet Martineau’s de- 
scription of the planters in and around Mont- 
gomery, Alabama: “They are, from whatever 
motive, money-getters; and few but money- 
getting qualifications are to be looked for in 
them.’’ 

Many Southerners regarded manufacturing 
and trade as acceptable lines of activity and 
argued for the establishment of manufacturing 
plants on mercantilistic grounds.?® According to 
them, manufacturing was desirable to add to 
the South’s strength, to provide employment for 
the poor, to prevent emigration of labor and 
capital, and to reduce dependence upon out- 
siders. 

(4) Finally, it is argued that slavery tied up 
investment that might have been used differ- 
ently to promote economic development of the 
South and that as a consequence the institution 


27 L. C. Gray, op. cit., II, p. 933; A. G. Smith, 
Jr., op. cit., p. 120. 

28 Harriet Martineau, op. cit., I, p. 453. 

29See almost any issue of DeBow’s Review. 
Professor E. M. Lander’s careful reading of the 
Charleston dailies, the Courier and the Mercury, 
yielded many instances of advocacy of home indus- 
try and no evident opposition. See his ‘‘Charles- 
ton: Manufacturing Center of the Old South,”’ 
Journal of Southern History, August 1960, pp. 
330, 348-349. On the attitudes of some Mississippi 
planters, see R. W. Griffin, ‘‘Manufacturing In- 
terests of Mississippi Planters, 1810-1832,’’ The 
Journal of Mississippi History, April 1960, pp. 
110-122. 


kept the South unattractive from the standpoint 
of the immigrant. At the outset, consideration 
of this matter demands recognition of the fact 
that importation of slaves was proscribed in 
1808. During the pre-1808 period there can be 
no doubt that agriculture offered the most at- 
tractive avenue for investment; investment in 
slaves was simply part of this process. Oppor- 
tunities in other lines of activity were limited in 
the extreme. Once the Negro was in America, 
it was, short of imposition of birth control or 
murder, impossible to avoid investment in his 
offspring. Had the Negro been replaced by free 
whites, the problem of investment in human 
beings would have remained. All countries must 
invest in human capital. The returns from such 
investment will in some circumstances be very 
low or even zero. For example, it has been esti- 
mated that in India about 20 per cent of the 
national income is spent upon children who die 
before attaining the age of 15.°° 

It is entirely possible that slavery distorted 
investment after 1808. First, it probably kept 
investment in individual Negroes below the 
optimum, but the extent to which it did so is 
not now measurable. Second, if slavery resulted 
in a larger Southern population than would have 
existed in its absence, it tended to cause more 
investment in human capital than would other- 
wise have occurred. Third, as Sir Charles Lyell 
wrote, rich planters “from motives of kindly 
feeling towards retainers, and often from false 
pride” sometimes failed to sell their slaves and 
by this neglect prevented an economically more 
efficient allocation of labor.** On the whole, how- 
ever, slavery was profitable to slaveholders,® and 
the profits were available to the owners for out- 
lay on consumption and investment. The idea 
that capitalization of slave labor itself prevented 
investment elsewhere makes no more sense than 
to argue that payment of wages to free workmen 
prevents saving by the employer. 

If slavery was necessary for the development 
of Southern plantations and if the owners were 


80S. Enke, ‘‘Speculations on Population Growth 
and Economic Development,’ The Quarterly 
Journal of Economics, February 1957, p. 23. 

31 Charles Lyell, Travels in North America in 
the Years 1841-2 (New York: Wiley and Putnam, 
1845), p. 147. 

32 A. H. Conrad and J. R. Meyer, ‘‘The Eco- 
nomics of Slavery in the Ante Bellum South,”’ 
The Journal of Political Economy, April 1958, pp. 
95-130. 
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TABLE I 


PERCENTAGE DISTRIBUTION OF POPULATION BY 
ReGIons OF THE UNITED Srtares, 1790-1860 














Region | 1790 | 1820 1860 

South | 49.9 | 45.9 | 35.4 
South Atlantic 47.1 | 31.8 | 17.1 
East South Central 2.8 | 12.4 | 12.8 
West South Central ;— | 1.7} 5.6 
Northeast | 50.1 | 45.2 | 33.7 
North Central | — | 8.9 | 28.9 
om 4 2.0 


West |— 





Source: Bureau of the Census, Census of Popu- 
lation: 1950, II (Washington, D. C.: U. 8. Govern- 
ment Printing Office, 1953). 


TABLE II 


GrowTH IN URBAN PoPpuULATION IN SOUTH 











ATLANTIC STATES AND NORTHEAST BY 
DecapeEs, 1790-1860 

= Growth|Percentage Growth 

in South Atlantic in Northeast 
1790-1800 | 84.6 53.3 
1800-1810 | 56.0 | 55.4 
1810-1820 37.7 | 26.3 
1820-1830 | 35.6 | 63.5 
1830-1840 33.8 | 59.6 
1840-1850 51.7 82.7 
1850-1860 33.6 | 65.5 





Source: Same as Table I. 


spendthrift, profits would not result in capital 
accumulation and failure to develop might in 
part be imputed to slavery. Growth of planta- 
tions depended upon an adequate supply of 
labor, slave or nonslave. Perhaps without slavery 
the South would not have acquired enough labor 
for continued development of the plantation 
system though existence of plantations in the 
South predates extensive use of slavery. It re- 
mains to show that planters were or were not 
spendthrift consumers. To date there have been 
many unsubstantiated assertions that planters as 
a class practiced conspicuous consumption. 


Though no attempt has been made to measure 
the marginal and average propensities of planters 
to consume and to compare these rates with 
those of similar income groups elsewhere, enough 
evidence exists to destroy the generality of the 
thesis that planters were wasteful spenders. While 
some planters doubtless lived beyond their means, 


others, a thin upper crust, were truly wealthy 
men.* Recitation of expenditures of very wealthy 
planters leaves a distorted picture unless these 
are put into their general setting. On the other 
hand, most planters were not of the leisure class, 
were not even wealthy, but were actively trying 
to build up their estates.* 

Those who impute economic backwardness of 
the South to slavery have probably overempha- 
sized the role of manufacturing and trade as 
sources of the relative advance of the North. It 
should be kept in mind that industrialization 
began to accelerate only after 1840, as Kem- 
merer and Jones point out,®® and that most 
industrialization of the United States occurred 
after the Civil War. Population movements, par- 
ticularly settlement of the area now occupied by 
the North Central States and urbanization, indi- 
cate something about sources of the relative 
growth in the economic strength of the North. 
Of these two, Table I shows that extension of the 
agricultural frontier into the area of the North 
Central States was probably the more important 
reason for relative pre-1860 decline in the im- 
portance of the South. Thus, population in the 
North Central area rose from a negligible part 
of the total in 1790 to 28.9 per cent in 1860; 
population in the Northeast represented 50.1 per 
cent of the total in 1790 but only 33.7 per cent 
in 1860; in 1790 the population of the South 
formed 49.9 per cent of the total, but by 1860 
the share of the South had dropped to 35.4 per 
cent despite expansion of the South to include 
the East and West South Central areas. Clearly 
it was not merely the growth of industry and 
trade that accounted for the advance of the 
North. 

Growth in urban population provides one in- 
dex of the expansion of trade and manufacturing. 
While for the period 1790-1860 as a whole urban 
population increased at a much faster rate in 
the Northeast than in the South Atlantic States, 
the most urbanized part of the South, it is some- 


% C. S. Sydnor, The Development of Southern 
Sectionalism 1819-1848 (Baton Rouge, La.: The 
Louisiana State University Press, 1948), p. 25; 
H. Weaver, Mississippi Farmers 1850-1860 (Nash- 
ville, Tenn.: The Vanderbilt University Press, 
1945), pp. 47-48, 108-111. 

* H. Weaver, op. cit., p. 48; see also F. L. Olm- 
stead, The Cotton Kingdom (New York: Alired A. 
Knopf, 1953), especially pp. 16-17. 

38 D. L. Kemmerer and C. C. Jones, op. cit., p. 
254. 
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what surprising to find that, as indicated in 
Table II, urban population expanded faster 
during 1790-1820 in the South Atlantic States 
than in the Northeast. Thereafter the Northeast 
forged ahead. If slavery were a strong deterrent 
to the growth of manufacturing and trade, how 
is one to account for the relatively rapid growth 
of the urban centers of the South Atlantic States 
during 1790-1820? 

In short, there is no clear-cut evidence that in 
the South slavery hastened destruction of some 
nonhuman resources and significantly prevented 
accumulation of others. Only if such evidence 
existed would it be reasonable to argue that, by 
keeping the quantity of nonhuman resources 
small, slavery made the South unattractive to 
newcomers to the United States and to the native 
born living outside the South. 


Vv 

If one accepts the foregoing argument that 
slavery by and large did not keep people out of 
the South by degrading labor, by permitting 
slaveholders to underbid free labor, by fostering 
a bias against manufacturing and trade, and by 
wasting or preventing accumulation of non- 
human resources, one can still believe that the 
presence of Negro slaves not only prevented 
some immigrant Europeans and nonsouthern 
native whites from moving into the South but 
also caused native white Southerners to leave 
for other sections. Slaves did so simply by occu- 
pying economic space. Had there been no slaves, 
more Europeans might have found room in the 
South; almost certainly fewer white Southerners 
would have left the region of their birth. 

Surely, however one cannot extend the argu- 
ment to maintain that slavery kept Southern 
population sparse. Outmigration of Southerners 
and lowness of incomes of those remaining indi- 
cate that the South was overpopulated in rela- 
tion to the North. 

Migration of Southerners prior to 1860 indi- 
cates that in terms of economic opportunities 
the older parts of the South were more densely 
populated than the older parts of the North. 
Table I shows that from 1790 to 1860 the popu- 
lation of the South Atlantic States dropped rela- 
tively from 47.1 per cent of the total for the 
United States to 17.1 per cent. At the same time 
population of the Northeast declined relatively 
from 50.1 per cent of the total to 33.7 per cent. 
Since fewer immigrants from Europe were set- 


tling in the South than elsewhere in the United 
States, the older parts of the South should not 
have lost relatively as many people through 
migration to other parts of the country as did 
the Northeast unless the South Atlantic region 
were poorer than the Northeast. 

According to data in the 1850 census, the six 
states experiencing the largest amount of net 
emigration of native whites were (1) Virginia 
with a reported net of 335,000, (2) North Caro- 
lina with 262,000, (3) New York with 259,000, 
(4) Pennsylvania with 252,000, (5) South Caro- 
lina with 174,000 and (6) Kentucky with 119,000. 
As reported in the same census, 969,000 native 
whites born in Virginia, the Carolinas, Georgia, 
Tennessee, and Kentucky were living in other 
states. Southern states showing a net immigra- 
tion of native whites (Alabama, Mississippi, 
Louisiana, Arkansas, Texas, and Florida) had 
only 455,000 native whites born in other states. 
By way of comparison, the border slave state of 
Missouri contained 205,000 native whites born 
in other states.** Because other regions offered 
better opportunities for economic achievement, 
the South was serving as a breeding ground for 
free whites as well as for Negro slaves. 

Because of relative overpopulation, planters in 
the older parts of the South sold slaves for use 
in developing the Southern frontier. For example, 
it has been estimated that during 1820-60 the 
net slave emigration was 351,290 from Virginia 
and 170,000 from South Carolina.” Interstate 
traffic in slaves was economically desirable in 
that it moved labor from where it was less to 
where it was more needed. Had the slave been 
free, many of them would have left the states of 
their birth for the frontier, but doubtless a com- 
paratively high percentage of these would have 
elected to go elsewhere than to one of the newer 
of the Southern regions. Perhaps an inflow of 
whites would have replaced some of the emigrat- 
ing Negroes, but of this we cannot be certain. 

Post-1860 migration of Southerners tends to 
confirm the thesis that the South was relatively 


36 For brief discussion of these and related 
matters, see T. R. Smith, “An Analysis of Past 
Migrations,’’ Appendix A in C. Goodrich e¢ al., 
Migration and Economic Opportunity (Philadel- 
phia, Pa.: University of Pennsylvania Press, 1936) ; 
Smith’s discussion summarizes original work in 
C. W. Thornthwaite’s Internal Migration in the 
United States (Philadelphia, Pa.: University of 
Pennsylvania Press, 1934), especially his Plate IT. 

37 A. G. Smith, op. cit., p. 26. 
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overpopulated. Abolition of slavery did not re- 
sult in increased migration into the South; in- 
stead emigration continued. By 1880 significant 
net emigration of whites from the Southeast was 
again under way, and a similar movement of 
Negroes became notable by 1910.* 

Outmigration of Southerners suggests that in- 
stead of being sparsely populated in relation to 
the North, the ante bellum South was overpopu- 
lated. Comparative wage levels provide another 
source of information about population density. 
Wages were definitely lower in the South. H. R. 
Helper estimated that Southern wages were 
only about 50 per cent as high as those in the 
North, but in fact they seem to have ranged be- 
tween 20 and 40 per cent below them.*® Lowness 
of Southern wages could have resulted only from 
a dearth of nonhuman resources, another name 
for excessive population. 

Though slavery did not contribute to the rela- 
tive overpopulation of the South by destroying 
some nonhuman resources and by preventing 
the accumulation of others, it may nonetheless 
have contributed to the burden of a relative ex- 
cess of people. Slaves were brought into the 


% R. B. Vance, All These People (Chapel Hill: 
University of North Carolina Press, 1945), pp. 
109-120. 

39 H. R. Helper, op. cit., p. 381; DeBow’s Review, 
June 1850, p. 553; May 1854 p. 454; J. D. B. DeBow, 
ed., The Industrial Resources of the Southern and 
Western States, III, p. 32; K. M. Stampp, op. cit., 
p. 426. 
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South because they provided a cheaper source 
of labor than Europeans. At least, the situation 
contained the possibility that more people would 
be forced into the South than would voluntarily 
settle there, and the presumption lies in favor of 
the conclusion that slavery helped to render the 
South relatively overpopulated in comparison to 
the remainder of the United States but not to 
most regions of the earth. If, as L. C. Gray has 
declared, prohibition of importation of African 
slaves slowed up the growth of population of the 
South, this action of 1808 helped to prevent 
further relative overpopulation of the South and 
even further depression of the per capita income 
of that section. 

As a result of greater density of population, per 
capita income has been lower in the South than 
in the rest of the United States. Lowness of per 
capita income tended to keep out European 
immigrants. Because the services of an individual 
could be had at a comparatively low price, cer- 
tain types of work were degraded. For example, 
once a Southern white woman of a medium or 
upper income family would lose caste by doing 
all her own housework. As incomes rise, more 
people want domestic servants and fewer people 
want to be servants. As a consequence, wages of 
domestic servants rise faster than most other 
incomes, and it becomes socially acceptable even 
for white women with good incomes to do more 
of their own housework. Largely the dignity of 
labor depends upon the wage level. 


40 L. C. Gray, op. cit., II, p. 936. 
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ORGANIZED LABOR AND THE TARIFF 


ROBERT D. LEITER 
City College of New York 


For many years the idea has prevailed that 
labor constituted a major force in the “Buy- 
American” campaign of the 1920’s and favored 
high tariffs and tight curbs on immigration.! 
Although scholars support the conclusion that 
the labor movement has been outspoken in 
demanding curbs on immigration,? they do not 
show that either the federated labor movement or 
the preponderance of individual international 
unions favored high tariffs. Indeed, even in the 
1920’s and 1930’s, when labor support for higher 
tariffs was more general than usual, only a 
relatively small segment of organized labor was 
involved in the drive. Most of the trade unions 
were indifferent, neutral, or hostile to efforts to 
raise import duties. 

Two main aspects of the relation of labor 
unions and the tariff may be considered. First of 


1 There are only occasional and incidental refer- 
ences in the literature to the attitude of organized 
labor towards the tariff but they generally allege 
that unions desire protection. See New York 
Times, August 17, 1959, p. 8:4; Henry C. Simons, 
“Some Reflections on Syndicalism,’’ The Journal 
of Political Economy, March 1944, p. 23; Harold 
U. Faulkner and Mark Starr, Labor in America 
(New York: Oxford Book Co., 1957), p. 74; J. 
William Terry, American Labor and the Trade 
Agreements (Des Moines, Iowa: Economic Policy 
Committee, 1939), pp. 6, 13, 18; John R. Commons 
and John B. Andrews, Principles of Labor Legisla- 
tion (New York: Harper & Bros., 1936), p. 511; 
Mary R. Beard, The American Labor Movement 
(New York: Macmillan Company, 1928), p. 14; 
Howard R. Smith, Economic History of the United 
States (New York: Ronald Press Company, 1955), 
p. 269; Charles P. Kindleberger, ‘International 
Trade and United States Experience: 1870-1955,”’ 
in Ralph E. Freeman, ed., Postwar Economic 
Trends in the United States (New York: Harper & 
Brothers, 1960), pp. 367-368; and United States 
Department of Labor, The American Workers’ 
Fact Book, 1956, p. 134. No mention of the subject 
is found in any of a score of currently used text- 
books in labor economics. The most recently pub- 
lished scholarly article dealing with organized 
labor and the tariff appeared in 1930. See Lyle W. 
Cooper, ‘‘The Tariff and Organized Labor,” 
American Economic Review, June 1930, pp. 210-225. 

?Philip Taft, The A. F. of L. in the Time of 
Gompers (New York: Harper & Bros., 1957), pp. 
302-308. 
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all, it is important to analyze reactions of labor 
federations. These bodies, which primarily exist 
to help their affiliated unions gain better working 
conditions, nevertheless recognize that organ- 
ized workers also have interests as consumers. 
Secondly, it is desirable to clarify and classify the 
attitudes expressed by individual trade unions. 
Such organizations are concerned mainly with 
the task of increasing the compensation of their 
members and only incidentally with the im- 
provement of general economic welfare. 

From the time the nation was founded, the 
tariff issue has been a source of continuous 
controversy in the United States. Proponents of 
high tariffs and free trade formulated many 
economic and political arguments before or- 
ganized labor began to express its views. Sub- 
sequently, as the occasion warranted, the labor 
movement participated in the debate. During 
the past half century, new theoretical justifica- 
tions to support both higher and lower tariffs 
have been suggested. 


I 


Labor federations are made up of a large 
number of international and national unions 
and therefore have been subject to the pressures 
of diverse and conflicting interests on questions 
relating to the tariff. For this reason federations 
generally have remained neutral or indicated 
their position in vague language. Only in rare 
instances has the tariff policy of labor federations 
been free from confusing qualifying phrases and 
clauses. 

The Federation of Organized Trades and 
Labor Unions, precursor of the American Federa- 
tion of Labor, became involved in the tariff 
debate at the very beginning of its existence. 
In 1881 the first annual convention was the 
scene of a bitter dispute. Three distinct positions 
were evident on the tariff question. Some dele- 
gates wanted the labor movement to support 
protection, others preferred a resolution favoring 
free trade, and a third group thought that 
organized workers should shun the issue and 
remain neutral. The attitudes of the delegates to 
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some extent reflected the political parties with 
which they were affiliated, the industries in which 
they worked, or the regions from which they 
came. When the vote was held, proponents of 
protection won by a close margin.® 

The following year, however, when the con- 
vention met again, the battle was resumed and 
waged with great vigor. After listening to a long 
paper on the merits of free trade and debating 
the issues, the delegates decided to modify the 
platform of principles and eliminate the plank 
which had put the Federation on record in favor 
of protection.‘ The convention thus assumed a 
position of neutrality. 

But the president of the Amalgamated As- 
sociation of Iron and Steel Workers construed 
the action differently. In 1883, he wrote a letter 
to the convention to deplore what he considered 
a condemnation of protection. He stated that 
his union was vitally affected by the tariff issue 
and therefore could not continue its affiliation 
with the Federation.’ Attempts by the Federa- 
tion to clarify its stand were unavailing. The 
iron workers withdrew and did not again send 
delegates to the federated house of labor until 
1887.° 

In 1906, Samuel Gompers gave the first clear 
indication that the American Federation of Labor 
was neutral on the question of protection versus 
free trade, and intended to remain so.’ In response 
to a letter inquiring about the attitude of the AFL 
towards the tariff, he explained that the organiza- 
tion had not taken up the matter of the tariff 
since 1882 and had “found this to be the most 
advantageous to the movement in this country.’ 
Gompers added that some unions supported 
protection and a smaller number espoused free 
trade; but American workers depended primarily 
upon the labor movement, not the tariff policy of 
the government, to advance themselves economi- 


* Federation of Organized Trades and Labor 
Unions, Report, 1881, pp. 19-20. Typically, East- 
erners were for protection and Westerners for 
free trade. 

* Tbid., 1882, p. 16. The vote was 17 to 1. 

5 Tbid., 1883, pp. 18-20. 

* Resolutions introduced at the AFL conven- 
tions of 1889, 1892, and 1895 dealing with the 
tariff were rejected by the delegates. 

7 American Federationist, April 1906, p. 238. 
Gompers pointed out that as president of the AFL 
he could not express his personal sentiments in 
public. 

8 Ibid., p. 236. 


cally. The AFL, he concluded, was neutral on the 
subject of the tariff. 

Later that year, the convention of the AFL 
rejected two resolutions demanding elimination 
of steel tariffs. The proposals were intended to 
aid the bridge and structural iron workers, 
involved in a struggle with the steel companies, 
to obtain higher wages.? However, motions 
favoring higher tariffs on printed books and 
skirted wool were approved. An unsuccessful 
attempt was made to force the convention to 
reconsider the tariff decisions. The vote was 75 
to 79.° The follow:.g year, when three tariff 
resolutions were introduced, James Duncan of 
the granite cutters, a vice president of the AFL, 
declared that the tariff resolutions of the pre- 
ceding year had “caused about as much commo- 
tion as anything in the convention.” The resolu- 
tions committee therefore referred the proposals 
to the executive council of the AFL for action in 
order to avoid opening “the flood gates in this 
convention to the tariff question.” The delegates 
unanimously approved this position. 

Over the years, resolutions dealing with tariff 
matters that came before conventions of the 
AFL usually were referred routinely to the 
executive council for appropriate action. Some- 
times, however, the issues aroused strong emotion 
among the delegates. But the tariff was never 
considered in connection with the establishment 
of any general policy by the labor movement; 
discussion always was focused on a request by 
some union for support for a specific and limited 
objective. 

In 1929, William Green, president of the AFL, 
told the convention: “The American Federation 
of Labor has never committed itself to the sup- 
port of a protective tariff or free trade. We have 
avoided most scrupulously and carefully that 
controversial field.” He said that the AFL was 
involved only to the extent that it followed 
instructions of its conventions to assist those 
unions that requested help in lobbying for in- 
creases or reductions in specific tariff proposals. 
Green added: “Our position has always been 
made plain, however, that we support the proposi- 
tion because the international unions directly 


®Some delegates felt that elimination of the 
tariff on steel would encourage competition in the 
industry and help break the “‘steel trust.’’ 

10 American Federation of Labor, Report of 
Proceedings, 1906, pp. 227, 234. 

1 Jbid., 1907, pp. 334-335. 
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involved have asked us for that support.’’” 
This attitude was approved at the 1931 conven- 
tion.” In 1934, the convention refused to pass a 
resolution in favor of higher tariffs." 

The general satisfaction expressed by the 
American Federation of Labor for the New 
Deal and the Roosevelt administration carried 
over to the reciprocal trade agreements program 
enacted in 1934. This law, which shifted much of 
the tariff-making process from Congress to the 
President, set forth a policy of gradually and 
consistently lowering the imposts of the United 
States. Until 1943, however, the position of the 
AFL was not firm. Union leaders opposing the 
policy of tariff reduction were well-organized 
and presented their views to Congress at hearings 
held in 1934, 1937, 1940, and 1943. They drew 
support from the resolution approved unani- 
mously by the executive council of the AFL in 
1938 that criticized “reciprocal trade treaties 
which discriminated against American workers,’”® 
and the policy statement made by the AFL 
executive council to Democratic and Republican 
party platform committees in 1940 which de- 
clared that American workers must be protected 
legislatively against competition from products 
of workers in countries with lower labor stand- 
ards.!* It was not until 1940 that a few labor 
leaders testified on behalf of the reciprocal trade 
program. Conflicting press reports dealing with 
the Federation’s position led Cordell Hull to 
release a letter from William Green stating that 
the AFL was not opposed to the continuance of 
the reciprocity program.” However, some labor 


12 Tbid., 1929, p. 376. See also Lewis L. Lorwin, 
The American Federation of Labor (Washington, 
D. C.: Brookings Institution, 1933), p. 436. 

13 American Federation of Labor, op cit., 1931, 
p. 304. 

14 hid. , 1934, p. 721. 

18 United States House of Representatives, 
Committee on Ways and Means, Hearings: Exten- 
sion of Reciprocal Trade Agreements Act, 76th 
Congress, 3rd Session, 1940, p. 1369. 

16 United States House of Representatives, 
Committee on Ways and Means, Hearings: Exten- 
sion of Reciprocal Trade Agreements Act, 78th 
Congress, Ist Session, 1943, p. 994. See also Francis 
B. Sayre, ‘‘Does American Labor Stand to Win 
or Lose by Trade Agreements?’’ Political Science 
Quarterly, June 1939, pp. 175-186. 

17 United States House of Representatives, 
Committee on Ways and Means, Hearings: Exten- 
sion of Reciprocal Trade Agreements Act, op. cit., 
1940, pp. 1395-1396. 


leaders alleged that testimony given by Green to 
the House Ways and Means Committee, in 
April 1943, to support reciprocal trade represented 
personal views and not those of the AFL. 

Both the executive council and the convention 
of the AFL took a clear and strong position for 
the program later in 1943. Although the execu- 
tive council continued to endorse the reciprocal 
trade principle of lower tariffs, the first signs of 
opposition to this policy were manifest in the 
convention of 1948 when a statement was ap- 
proved indicating need for safeguarding labor in 
those industries where further reductions would 
endanger employment opportunities.® It is 
interesting that modification came about under 
guidance of the resolutions committee, of which 
Matthew Woll, one of the most ardent protec- 
tionists in the labor movement, was chairman. 
Two years later the convention endorsed the 
idea that market advantages derived from 
lower wage standards abroad should be elimi- 
nated by tariff.*° 

In 1955, the AFL sent a memorandum to 
Congress expressing support for the amendments 
to the law which had added no-injury rules, peril- 
point provisions, and escape clauses. These 
three protective devices are invoked only if in 
the opinion of the United States Tariff Commis- 
sion and the President tariff concessions are 
causing “serious injury” to domestic industry. 
The AFL statement said: “We do not believe 
that our position can be labeled as simply free 
trade or protectionist... . While we recognize 
certain practical limits to the reduction of trade 
barriers, this is not to say that tariffs must be 
frozen at their current level or that there is no 
room for further tariff reductions. ... a gradual 
tariff reduction could bring increased imports 
without causing significant dislocations or loss of 
employment.” 

On many occasions prior to the merger in 1955, 
the AFL tried to help affiliates secure higher 
tariffs on specific commodities. It passed resolu- 
tions at various conventions calling for higher 
duties on eggs, meat, newsprint paper, leather 


18 American Federation of Labor, op. cit., 1943, 
pp. 85, 384. 

19 Tbid., 1948, pp. 166, 450-451. 

20 Tbid., 1950, p. 459. 

21 United States House of Representatives, 
Committee on Ways and Means, Hearings: Trade 
Agreements Extension, 84th Congress, Ist Session, 
1955, pp. 2551-2554. 
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products, motorcycles, bicycles, transcriptions, 
pottery, stained glass, mirrors, monuments, and 
other goods. But in general, the AFL upheld the 
broad purposes of the reciprocal trade agreements 
program from the outset. It contended that it 
was attempting to achieve expanded international 
commerce within the framework of “fair com- 
petitive standards.”’ This meant that each tariff 
concession had to be made under conditions that 
protected employment opportunities of American 
workers and safeguarded the wage structure and 
working conditions prevailing in the United 
States.” 

The Congress of Industrial Organizations, 
formed in 1938, always maintained a policy 
supporting the reciprocal trade program and 
reduction of tariffs. The CIO was dominated by 
a group of industrial unions functioning in in- 
dustries which were capital-intensive and suc- 
cessful competitors of foreign producers. It was 
therefore more disposed than the AFL to take a 
firm position for lower tariffs. Some AFL craft 
unions, operating in less capital-intensive in- 
dustries where productivity was not necessarily 
sufficiently high to offset wage differentials be- 
tween the United States and the rest of the world, 
were inclined to seek tariff protection and to call 
upon the AFL for help. 

In 1943, J. Raymond Walsh, director of re- 
search of the CIO, testified that the CIO favored 
continued negotiation of trade agreements; and 
on a number of occasions beginning in 1945, 
James B. Carey, secretary-treasurer of the CIO, 
asserted that the CIO unqualifiedly supported 
extension of the law. Philip Murray set forth 
his views on the tariff question in the presidential 
report to the CIO convention of 1949; he ap- 
proved the reciprocal trade agreements program 
and urged the elimination of obstacles to free 
trade.“ In 1954, when Walter P. Reuther was 
president of the CIO, he expressed similar senti- 
ments to the convention. Reuther added that the 
CIO favored measures to safeguard workers 
displaced by production shifts resulting from 





#2 American Federation of Labor, op. cit., 1955, 
p. 119. 

23 United States House of Representatives, 
Committee on Ways and Means, Hearings: Exten- 
sion of Reciprocal Trade Agreements Act, op. cit., 
1943, p. 1068; United States Senate, Committee on 
Finance, Hearings: 1945 Extension of the Recipro- 
cal Trade Agreements Act, revised, 79th Congress, 
Ist Session, 1945, p. 323. 

** Congress of Industrial Organizations, Pro- 
ceedings, 1949, pp. 118-119. 


foreign trade but opposed all proposals to raise 
duties on specific commodities.2* During the 
convention sessions of 1954, delegates discussed 
the economic difficulties of the textile industry at 
great length, but did not propose higher tariffs to 
reduce adverse effects of foreign competition on 
domestic production.2* Indeed, throughout the 
history of the CIO, no effort was made in any 
instance to put the CIO on record for higher 
duties on imports. 

The statement made on behalf of James B. 
Carey at the 1949 Senate committee hearings on 
extension of reciprocal trade clearly illustrates 
the position of the CIO. Carey said: “The 
number of American workers affected by reduced 
tariff is very limited, whereas all workers as 
consumers are injured by high tariffs. It must be 
remembered that wages of American workers in 
industries which are typically high protected 
industries are lower than the wages in the in- 
dustries with little or no protection.’ Six years 
later, Carey stated that he did not oppose reduc- 
tion of tariffs even when such action might injure 
some segments of industry. David J. McDonald, 
president of the steel workers, declared that he 
did not have “the slightest feeling” that a greater 
volume of imports would injure American 
workers.” 

In February 1956, at its first meeting, the 
executive council of the merged American 
Federation of Labor and Congress of Industrial 
Organizations declared that the labor movement 
supported a policy calling for gradual lowering 
of trade barriers. The council proposed, however, 
that American workers adversely affected by 
liberalization of tariffsshould be safeguarded by a 
program of adjustment and that fair labor 
standards throughout the world should underlie 
international trade.2® In 1958, the AFL-CIO 


25 Tbid., 1954, pp. 214-215. The CIO convention 
was considering proposals to support higher duties 
on lead, zinc, and Swiss watches. 

26 Tbid., pp. 605-610. 

27 United States Senate, Committee on Finance, 
Hearings: Extension of Reciprocal Trade Agree- 
ments Act, 81st Congress, Ist Session, 1949, p. 627. 

28 United States House of Representatives, 
Committee on Ways and Means, Hearings: Trade 
Agreements Extension, op. cit., 1955, pp. 654, 766. 
McDonald’s statement recognized that temporary 
injury to specific workers, industries, and com- 
munities is possible. 

29 American Federation of Labor and Congress 
of Industrial Organizations, Proceedings, Volume 
II, 1957, pp. 184-185. 
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continued to support proposals to reduce tariff 
barriers to trade and urged extension of the 
reciprocal trade agreements program for at least 
five years.*° 

Spokesmen for the labor movement as a whole 
were convinced that jobs of a far greater number 
of workers depend on exports of the United 
States than on imports. Although they recognized 
that some unemployment had already occurred 
and that more might result from lower tariffs, 
they contended that the small number of workers 
adversely affected should be assisted by special 
facilities. Representatives of labor felt that over- 
all economic and political gains which workers 
derive from lower tariffs more than offset the 
slight loss of jobs. 

Pressure for modification of the AFL-CIO 
position on tariff legislation became heavy just 
prior to the 1959 convention of the organization. 
The ladies garment workers, men’s clothing 
workers, textile workers,” hatters, and leather 
goods workers combined forces to exert pressure 
on the executive council of the AFL-CIO to 
qualify the support of the labor movement for the 
reciprocal trade program. The five unions were 
seeking enactment of a law to protect domestic 
production against the inroads of foreign sweat- 
shops.’ They argued that many foreign pro- 
ducers could sell goods in the United States only 
because they employed highly productive labor 
at substandard wages. The five unions also 
expressed fear that subsidized exports from 


30 Labor’s Economic Review, March 1958, pp. 22, 
24. 

31 United States Senate, Committee on Finance, 
Hearings: Trade Agreements Extension, 84th Con- 
gress, Ist Session, 1955, p. 2290; United States 
House of Representatives, Committee on Ways 
and Means, Hearings: Trade Agreements Exten- 
sion, op. cit., 1955, p. 767; United States House 
of Representatives, Subcommittee of the Com- 
mittee on Ways and Means, Hearings: Administra- 
tion and Operation of Customs and Tariff Laws and 
the Trade Agreements Program, 84th Congress, 
2nd Session, 1956, p. 917; United States House of 
Representatives, Committee on Ways and Means, 
Hearings: Renewal of Trade Agreements Act, 85th 
Congress, 2nd Session, 1958, pp. 295, 315. 

% In 1938, the union of textile workers split. 
The larger section affiliated with the CIO as the 
Textile Workers Union of America and the smaller 
part rejoined the AFL as the United Textile Work- 
ers of America. As a result of the merger of the 
AFL and the CIO in 1955, both unions became 
members of the same federation. The union re- 
ferred to above is the Textile Workers Union. 

33 New York Times, August 17, 1959, p. 1: 2-3. 


Communist countries would soon become com- 
mon. Hence, they contended that flexible or 
sliding-scale tariffs and import quotas should be 
imposed. Reuther, who opposed tariffs and other 
trade controls, wanted the AFL-CIO to hold an 
open hearing in which all unions might partici- 
pate, but George Meany decided to assign several 
staff economists to meet with interested unions 
and report the results to the convention. 

The 1959 convention of the AFL-CIO, im- 
pelled by the pressure of some of its affiliates and 
fear of increasing unemployment, decided to 
retreat farther from its free trade principles. It 
unanimously approved a resolution calling for 
tariff provisions to protect the ‘absolute historic 
levels” of domestic production against the dump- 
ing practices of foreign countries.** At the present 
time, therefore, the policy of the AFL-CIO on 
the tariff is sufficiently vague and flexible to 
satisfy most member unions. 


II 


The conflicting pressures besetting the Ameri- 
can Federation of Laber, as representative of 
consumers and unions favoring lower tariffs and 
as spokesman for unions seeking protection, did 
not affect individual labor organizations. The 
reaction of a union to the tariff issue depended 
to a large extent on the appraisal by its leaders of 
the relationship between tariffs, employment, 
and wages of labor. Historically, trade unions 
above all have tried to increase the wages and 
improve the working conditions of members. 

A union’s attitude towards the tariff frequently 
depends on the availability of import substitutes. 
The extent to which such commodities compete 
with domestic production may be used to predict 
the position leaders of the union will take on the 
tariff question. Since - volume of foreign trade 
for specific commoditibs varies over time, it 
is not surprising that attitudes of some unions also 
have changed. 

But there have been occasions when labor 
leaders interested in politics, concerned with the 
fortunes of the labor movement in general, or 
imbued with the patriotic feelings prevailing 
during war periods, have given weight to factors 
not necessarily of immediate benefit to the 
members and unions they represent. Some 
heads of unions, elected by workers engaged in 


4 Tbid., August 21, 1959, p. 46:1. 
35 Tbid., September 22, 1959, p. 29:3. 
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the production of goods sold only in the domestic 
market, have not been under pressure to discuss 
the tariff. 

Examination of the attitude of individual 
unions towards the tariff discloses a variety of 
behavior patterns. One group of unions includes 
those that consistently have favored a policy of 
high tariffs on goods which their members fabri- 
cate. Some have given such support actively but 
others have been less emphatic. A second group 
generally has supported low tariffs. A third group 
consists of organizations that have shifted posi- 
tions at least once. A fourth group comprises 
unions that have favored the imposition of 
tariffs on some commodities but have opposed 
levying duties on other goods. Finally, there are 
many international unions that have been in- 
different to the tariff issue. Some have discussed 
the subject from a neutral position, but most 
have avoided it entirely. 

The efforts of unions supporting higher tariffs 
were coordinated for more than a quarter of a 
century by Matthew Woll, president of the 
photoengravers union and one of the vice presi- 
dents of the AFL. In November 1928, he was 
instrumental in forming America’s Wage Earners’ 
Protective Conference.** At the time of its 
establishment, the Conference comprised seven- 
teen of the 105 international unions and 250,000 
of the 3,000,000 workers affiliated with the 
American Federation of Labor. The Conference 
has included the hatters, operative potters, flint 
glass workers, boot and shoe workers, photo- 
engravers, wall paper crafts, wire weavers, pat- 
tern makers, glass bottle blowers, bookbinders, 
lithographers, upholsterers, cigar makers, brick 
and clay workers, painters and decorators, iron 
and steel workers, paper makers, bricklayers, 
and neckwear workers. By 1950, the number of 
members had declined to twelve. 

The purpose of the organization was to bring 
about enactment of higher tariff schedules on 
specific products through collective action of 
unions which heretofore had acted individually. 
Although membership in the Conference was 
limited to affiliates of the AFL, there was no 
direct link between the two bodies. However, in 
many instances during the past three decades 
members of Congress and the public have as- 
sumed that the Wage LEarner’s Conference 
represented the AFL. The zealous work of the 


36 Ibid., November 26, 1928, p. 27:1. 
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Conference, for example, gave rise to the belief 
that the whole labor movement favored the 
Hawley-Smoot Tariff Act of 1930. Officers and 
members of the Conference were never anxious to 
dispel the misunderstanding. 

The international unions in the Conference 
contended that high tariffs were necessary to 
prevent imports made by cheap foreign labor 
from adversely affecting the jobs, employment 
opportunities, and wages of American workers. 
This policy, the unions felt, served to reinforce 
provisions in the immigration laws designed to 
keep cheap foreign labor out of the country. It 
also was expected to deter American firms from 
building plants abroad and producing goods to 
sell in the United States at prices low enough to 
capture much or all of the domestic market. 
Conference unions gave support to campaigns 
waged by manufacturers and their associations 
to “Buy-American.” 

Many labor leaders were not familiar with the 
Conference and its work and others were indif- 
ferent.” In some cases, union officers remained 
silent even when they strongly favored lower 
tariffs. An editorial in the journal of the men’s 
clothing workers union stated that only considera- 
tions of “good-fellowship” kept labor leaders 
from speaking out against high tariffs. It said 
that many unions in the AFL did not share the 
views of the Conference but they were reluctant 
to criticize Woll.* Public awareness of this 
situation was lacking. 

The intensified efforts by some manufacturing 
associations during the past fifteen years to 
eliminate the reciprocal trade program stimulated 
unions in America’s Wage Earners’ Protective 
Conference to more activity. In 1950, the Nati- 
tional Labor-Management Council on Foreign 
Trade Policy was formed. It is a nonprofit 
organization representing both labor and manage- 
ment in more than a dozen industries. The 
director is a registered lobbyist who serves as 
spokesman for the protectionists. 

Unions which have been most affected by the 
competition of imports have strongly favored 
high tariffs. These unions have maintained that 
domestic production and employment oppor- 
tunities increase if foreign goods are shut out. 
Over a period of many years, officials of the pot- 


37 American Federation of Labor, op. cit., 1929, 
p. 376. 
% Advance, June 20, 1930, p. 3. 
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ters and flint glass workers and, more recently, 
officers of the watch makers, hatters, and textile 
workers have testified that high tariffs are neces- 
sary to prevent declines in domestic production 
and employment. In no case, however, has 
governmental failure to take action had serious 
effects. Other unions consistently favoring higher 
tariffs include the cigar workers, bookbinders, 
pattern workers, and paper makers. 

There is widespread agreement that an 
industry whose products or services are necessary 
for the defense of the nation, but which is unable 
to compete under conditions of free trade, should 
receive protection from the government. Trade 
unions have subscribed to this idea. Such, for 
example, has been the position of the watch 
makers union before several Congressional 
committees.*® Some unions contend that every 
established industry is entitled to protection 
from destruction by foreign rivals.“ Although 
tariffs may lead to market prices above domestic 
costs of production, unions seeking employment 
security almost invariably prefer them to subsi- 
dies. Subsidies, of course, would maintain domes- 
tic prices at international levels and clearly show 
the costs involved in protection. 

Generally, unions favoring lower tariffs or free 
trade have been those whose members work in 
industries marketing a substantial volume of 
exports or operating with mass production 
techniques and technological processes not 
available to foreign competitors. Also, they have 
been unions whose members produce services or 
whose leaders have been concerned with more 
than simply the interests of the workers they 
represent. Some of these unions always have 
favored low tariffs and free trade, and others 
have done so with occasional exceptions. 

Some union leaders qualified their su. port for 
lower tariffs or free trade by demanding that the 
trade agreements program should be instituted 
gradually, selectively, and reciprocally. They 
asserted that workers whose employment is 
adversely affected by governmental trade policy 
should be protected by a readjustment plan that 
underwrites economic losses and provides re- 
training when necessary. Finally, they thought 
that the program should emphasize and encourage 
the establishment of fair labor standards abroad. 
It is not always clear to those dealing with the 
problem of labor standards that lower United 
States tariffs tend to push up wage levels abroad 


because they raise foreign output and increase 
the demand for labor. There is still some support 
for the proposition that higher tariffs in the 
United States bring about higher wages in foreign 
countries.“ 

David J. McDonald of the steel workers was 
one of the first labor leaders to suggest modifi- 
cations in the reciprocal trade program. In 1954, 
while serving as a presidential appointee on the 
Randall Commission on Foreign Economic 
Policy, he proposed that labor standards in 
international trade should be formulated to 
eliminate unfair competition. The Commission 
found the clearest cases of unfair competition 
to be those in which manufacturing workers were 
paid wages well under accepted standards in 
the exporting country and recommended that no 
tariff concessions should be granted in such 
instances.” 

Considerable union sentiment for free trade 
was manifested during the late nineteenth and 
early twentieth centuries. Unions such as the 
seamen, mine workers, musicians, locomotive 
engineers, and locomotive firemen and enginemen 
maintained that though protective tariff sched- 
ules served to raise prices, employees did not 
receive higher wages. Instead, particularly in 
industries with monopolistic features, profits of 
manufacturers increased. Furthermore, all 
workers were forced to pay higher prices in 
their capacity of consumers. Unions also argued 
that the evidence did not show that tariffs induced 
high wages since industries receiving the most 
protection paid the lowest wage rates. Industries 
producing textiles, cigars, leather, and steel 
served to illustrate the coexistence of high 
tariffs and low wages. In the light of such ex- 
perience, the railway conductors contended that 
demands for protection by the button industry 
should be rejected. The union felt that wages of 


39 United States Senate, Committee on Finance, 
Hearings: 1945 Extension of the Reciprocal Trade 
Agreements Act, revised, op. cit., 1945, pp. 280- 
294; United States Senate, Committee on Finance, 
Hearings on Trade Agreements Extension Act of 
1951, 82nd Congress, Ist Session, 1951, pp. 524-560. 

See American Federationist, October 1959, p. 
23. 

41 See United States Senate, Committee on 
Finance, Hearings: Trade Agreements Extension, 
op. cit., 1955, p. 1486. 

42 United States Commission on Foreign Eco- 
nomic Policy, Report to the President and the Con- 
gress, 1954, pp. 62-63. 
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button workers were so low that the industry 
should be destroyed by foreign competition.“ 

The idea that high tariffs and low wages 
frequently occur together was stressed by 
unions favoring free trade during the 1920’s 
and 1930’s. These unions included the railway 
clerks, teamsters, electrical workers, garment 
workers, and maintenance-of-way employees. 
The musicians were outspoken for strong restric- 
tions on immigration, but they supported tariff 
reduction. In the decade of the 1940’s, many 
unions approved the reciprocal trade agreements 
program to reduce tariffs. They included the 
machinists, boiler makers, blacksmiths, sheet 
metal workers, railway carmen, train dispatchers, 
railroad signalmen, and firemen.“* The National 
Women’s Trade Union League with a direct and 
affiliated membership of over a million was also 
among the group.*® A number of CIO unions, 
whose members provide services which are a 
function of the volume of foreign trade, favored 
lower tariffs. These were the longshoremen, 
maritime workers, cooks, marine engineers, and 
communication workers.** 

Over time the attitudes of some labor organiza- 
tions towards the tariff have been modified. 
During the early years of its existence, the 
Knights of Labor was composed of a conglomera- 
tion of workers and therefore remained neutral on 
the question of protection. The grand master 
workman reported to the Knights that the na- 
tional organization could not take a position on 
the tariff because that might cause dissension 
in the ranks, but suggested that the subject could 
be discussed safely in local assemblies.” As its 
power declined and representation narrowed, 
however, the Knights of Labor joined other 
unions in condemning protective tariffs as absurd 
and dangerous. It declared that such 
benefited industrial trusts, not workers. It even 


levies 


“ Railway Conductor, October 1893, p. 421. 

“United States House of Representatives, 
Committee on Ways and Means, Hearings: Exten- 
sion of Reciprocal Trade Agreements Act, op. cit., 
1940, p. 2469. 

46 Tbid., p. 2210. 

*6 United States Senate, Committee on Finance, 
Hearings: 1945 Extension of the Reciprocal Trade 
Agreements Aci, revised, op. cit., 1945, p. 372. 

* Knights of Labor, Report of the Grand Master 
Workman, 1890, pp. 2-3; Journal of United Labor, 
November 1, 1888, p. 1. 


criticized one of its assemblies for supporting 
duties on glass.“ 

The railroad trainmen brotherhood, which 
generally has favored lower tariffs but oc- 
casionally has come out for increases in rates, 
once editorialized: “‘. every proposition js 
considered solely from the personal point of view 
and without regard for the interests of the other 
fellow.’*® Such sentiments led the railroad 
t-ainmen, along with other operating rail unions, 
to support demands by the coal miners for 
a tariff on residual oil. The union of mine, mill, 
and smelter workers unconditionally supported 
extension of the reciprocal trade law in 1945, 
The president of the ynion said: “I have never, 
in my experience, been able to find where a 
tariff protected the jobs.”* But a decade later, 
citing heavy unemployment figures, the union 
asked Congress to levy higher tariffs on metals. 
Furthermore, it suggested that governmental 
policy to encourage higher wage standards 
abroad would be more readily achieved by 
imposing import quotas on all countries.*' Other 
unions which generally favored free trade or 
low duties but which more recently supported 
moderate protection include the ladies garment 
workers and men’s clothing workers. 

The main argument for higher tariffs, first 
propounded by the protectionists about 1840, is 
based on the need to preserve living standards of 
American workers.” Unions allege that the im- 
portation of goods produced with pauper foreign 
labor tends to curtail or eliminate domestic 
production because low costs enable foreign 
producers to underprice American competitors. 
This view has been challenged by those who 
insist that a free trade economy is able to main- 


48 Journal of the Knights of Labor, September 
1903, p. 4; November 1902, p. 5. 

4% Railroad Trainmen’s Journal, January 1906, 
p. 87. 

5° United States Senate, Committee on Finance, 
Hearings: 1945 Extension of the Reciprocal Trade 
Agreements Act, revised, op. cit., 1945, p. 533. 

5t United States House of Representatives, 
Committee on Ways and Means, Hearings: Re- 
newal of Trade Agreements Act, op. cit., 1958, pp. 
2351-2366; United States House of Representa- 
tives, Committee on Ways and Means, Hearings: 
Lead and Zinc, 85th Congress, 1st Session, 1957, 
pp. 218-231. 

52 See Frank W. Taussig, The Tariff History of 
the United States (New York: G. P. Putnam’s 
Sons, 1931), pp. 65-67, 366-367. 
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tain wages above levels prevailing in protected 
countries and tariffs are not necessary to keep 
wages high.® 

The conclusion by unions that lower tariffs 
exert a downward pressure on wages is warranted. 
However, the explanation that wages fall because 
increased imports force down the prices of goods 
produced in the domestic market is incomplete. 
Actually, lower tariffs reduce the demand for 
labor when they increase imports and diminish 
domestic output. The change in demand is 
primarily responsible for pushing wages down. 

The textile workers have altered their views 
on the tariff many times during the past half 
century. They are among the lowest paid manu- 
facturing employees and occasionally consider 
their plight to stem from foreign competition. 
The two textile unions affiliated with the AFL- 
CIO do not agree on the correct policy for the 
industry. 

Before the 1930’s, the textile union generally 
felt that workers should be protected from cheap 
foreign labor but did not know what to propose 
as appropriate tariff policy. The union realized 
that wages were low despite tariffs and higher 
productivity of American textile workers.™ 
Furthermore, exports of cotton cloth were con- 
siderably greater than imports. Near the end of 
the 1930’s, the union favored higher tariffs on 
foreign textiles that could be brought in at prices 
below the domestic cost of production, although 
it recognized that consumers would have to pay 
more. 

Two unions of textile workers have been in 
existence during the past two decades. The 
United Textile Workers®® favored a low tariff 
policy in the 1940’s and 1950’s, though the in- 
dustry suffered substantial production declines 
during this period. At the AFL convention of 
1948, when the first signs of labor’s dissatisfac- 
tion with reciprocal trade agreements were 
evident, leaders of the United Textile Workers 





58 Typographical Journal, August 1, 1896, p. 
107. The argument presented is that wage levels 
in Great Britain, trading under a policy of free 
trade, are higher than those in European and Asi- 
atic countries using protective tariffs; and that 
wage rates vary among the states of the United 
Stated despite the prevalence of free trade in 
domestic commerce. 

4 Textile Worker, January 1926, p. 589; Decem- 
ber 1928, p. 521; September 1929, pp. 332-333. 

55 See footnote 31. 


were among the delegates giving the program 
unqualified approval.** They contended that 
problems of the textile industry are not primarily 
due to imports. As recently as 1958, the research 
director of the AFL-CIO agreed with this propo- 
sition.” 

The Textile Workers Union,* however, sup- 
ported the reciprocal trade program for a time 
during the postwar period, but reversed its posi- 
tion in the mid-1950’s. It set out to bring about 
higher tariffs in the textile industry and convince 
the AFL-CIO to modify its liberal trade policy. 
Solomon Barkin represented the union before 
Congressional committees. He pointed out that 
foreign textile operations are now highly efficient 
and unit labor costs abroad are much lower than 
those in the United States. In addition, he de- 
clared that foreign workers engaged in manu- 
facturing textiles for export are employed under 
labor standards that frequently are above prev- 
alent local averages. Barkin suggested that the 
volume of imports should be maintained at a 
specified fraction of domestic production and 
controlled by direct quotas or sliding scales of 
duties. He proposed that a policy of free trade 
should apply to the marketing of all new prod- 
ucts.” As already indicated, the AFL-CIO posi- 
tion on tariffs moved in this direction at the 1959 
convention. 

Unions frequently compare hourly wage rates 
in the United States and abroad in order to show 


56 American Federation of Labor, op. cit., 1948, 
pp. 239, 451. 

57 United States House of Representatives, 
Committee on Ways and Means, Hearings: Re- 
newal of Trade Agreements Act., op. cit., 1958, p. 
317. 

58 See footnote 31. 

59 United States House of Representatives, 
Subcommittee of the Committee on Ways and 
Means, Hearings: Administration and Operation 
of Customs and Tariff Laws and the Trade Agree- 
ments Program, op. cit., 1956, pp. 738-753; United 
States House of Representatives, Subcommittee 
on Foreign Trade Policy of the Committee on 
Ways and Means, Hearings: Foreign Trade Policy, 
85th Congress, Ist Session, 1957, pp. 546-553, 
633-641; United States House of Representatives, 
Committee on Ways and Means, Hearings: Re- 
newal of Trade Agreemenis Act, op. cit., 1958, pp. 
758-786. In effect, Barkin reversed the infant in- 
dustry argument. He recommended a policy of 
free trade for new manufactures and protection 
for goods already on the market unable to meet 
foreign competition. 
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that foreign costs of production are lower. 
This procedure, of course, is misleading for it is 
labor cost per unit of output which is indicative 
of the relative cost of production. Therefore, 
productivity of labor in relation to the hourly 
wage rate is much more decisive in determining 
whether foreign goods can undersell those pro- 
duced in the United States. The state of tech- 
nology in industry both here and abroad bears 
heavily on the degree of advantage derived by 
foreign producers from lower labor costs. 

It is difficult to understand frequent proposals 
by unions that the tariff should be set at a rate 
which equalizes domestic and foreign costs of 
production.“ Since the basis of trade rests on 
differences in costs, continual iteration of such 
recommendations by trade unions is compre- 
hensible only if recognized as an effort to halt 
all imports. Other union proposals which fall in 
the same category include support of no-injury 
rules, peril-point provisions, and escape clauses. 

The boot and shoe workers union has changed 
its position on the tariff. At the turn of the 
century when productivity of labor in the manu- 
facture of shoes was high, the union asserted that 
the industry did not need protection. A decade 
later the volume of footwear imports rose and 
the union proposed that the government maintain 
a duty en shoes.“ By 1930, the shoe workers 
organization was a leading member of America’s 
Wage Earners’ Protective Conference. 

There are several cases where a union has 
demanded that high tariffs be imposed on prod- 
ucts which its members fabricate but no tariffs 
be placed on the complementary raw materials 
used by the industry. For example, the boot 
and shoe workers requested that duties on hides 
be removed but that tariffs on shoes be raised. 
During one period, the textile union insisted that 
tariffs on textiles be increased but those on raw 
wool be dropped. It also contended on several 
occasions that tariff rates be determined by 


*©See United States Senate, Committee on 
Finance, Hearings: Trade Agreements Extension, 
op. cit., 1955, p. 1480. 

*! This idea was expressed clearly for the first 
time in the Republican party campaign platform 
of 1908; see Frank W. Taussig, op. cit., p. 363. It 
is now known as “‘scientific tariff.’’ 

® Union Boot and Shoe Worker, June 1902, pp. 
9-10; Shoe Workers’ Journal, November 1912, p. 
9. The union, however, deliberately refrained 
from expressing itself on the desirability of tariffs 
generally. 


the extent of foreign trade; textile goods entering 
the United States in greater volume should be 
taxed more heavily. 

It is rational to expect a union to fight for 
higher tariffs not only on goods produced by its 
members but also on substitute or rival goods. 
A tariff on a substitute good raises the price of 
that good and decreases the quantity demanded. 
The result is an increase in demand for the pro- 
tected good. On the other hand, unions are ex- 
pected to press for lower tariffs on complementary 
or cooperating commodities. Lower prices for 
the complements increase the quantity demanded 
and thereby also raise the demand for the 
commodities produced by the union member. 

There are not many cases, however, where 
unions have attempted to secure imposition of 
higher duties on rival goods. The mine workers 
union always has favored high tariffs on fuel 
oil and residual oil, competitors of coal. The 
conductors, engineers, and firemen working for 
the railroad industry, a significant part of whose 
business involves the movement of coal, strongly 
supported the miners in hearings before Congress. 
But the mine workers union has been extremely 
reluctant to support a tariff on coal. At the 
convention held in 1909, the union did not want 
to commit itself on the tariff question in general, 
but decided to oppose a duty on coal. Twenty-one 
years later, when imports of coal were adversely 
affecting employment in the Pennsylvania 
anthracite mines, the union still felt that a tariff 
was undesirable. It feared that a levy on British 
coal might lead to retaliatory Canadian action 
and an even greater reduction in the number of 
jobs. Furthermore, the union recognized that 
large quantities of coal coming to United States 
shores as ballast would not be subject to tariff 
payments.® 

Union pressure to place complementary com- 
modities, other than raw materials, on the free 
list or reduce the tariff which they bear has been 
nonexistent. Nor have unions sought reduction 
of foreign tariffs on goods which their members 
produce. As the representative of the AFL-CIO 
stated, unions have not attempted to induce the 
governmental agency preparing the agenda for 
reciprocal trade negotiations to seek such conces- 
sions from foreign nations. 


*3 United Mine Workers of America, Proceedings 
of the Convention, 1930, pp. 528-531. 

** United States House of Representatives, Sub- 
committee of the Committee on Ways and Means, 
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Labor organizations have adequate oppor- 
tunity to participate in the tariff debate since they 
publish journals, hold conventions, and send 
representatives to testify at Congressional 
hearings. Many of them have not taken part in 
the tariff controversy and have been indifferent 
to the policies adopted by the government and 
the labor movement. Occasionally the lack of 
interest has been clearly expressed. For example, 
the Industrial Workers of the World, a union 
pledged to undermine and overthrow the eco- 
nomic system in the United States, declared that 
tariff matters have little if any significance.** In 
other cases, unions do not mention the subject of 
import duties. Sometimes they discuss the issues 
with complete detachment and reveal no pref- 
erences.°© These unions often have organized 





Hearings: Administration and Operation of Customs 
and Tariff Laws and the Trade Agreements Pro- 
gram, op. cit., 1956, p. 925. 

65 Industrial Solidarity, October 7, 1922, p. 3. 

66 See Retail Clerks International Advocate, 
February 1916, pp. 9-10; Typographical Journal, 
February 1916, pp. 162-163; September 1938, p. 
260. In 1928, the typographical union asked the 
convention of the AFL to petition Congress to 


workers in industries which have almost no eco- 
nomic stake in the outcome of tariff disputes. 
Furthermore, at least in part, unconcern has 
resulted from a lack of understanding by some 
union leaders of the issues involved in the tariff 
question.@ 

Study of the relation of organized labor to the 
tariff reveals that the labor movement as a whole 
has been neutral or has favored lower tariff walls. 
Most of the international and national unions, 
however, have not been interested in the tariff 
question and have taken no position. At all times, 
some unions have supported free trade and others 
have called for protection. Usually, those unions 
that demand higher tariffs have indicated their 
position with considerably greater emphasis and 
thereby have given the impression that their 
views are typical of those held by the entire labor 
movement. 





abolish the free list for Bibles and books printed 
in languages other than English; see American 
Federation of Labor, op. cit., 1928, pp. 281-282. 

87 See, for example, United States Senate, Com- 
mittee on Finance, Hearings: 1945 Extension of 
the Reciprocal Trade Agreements Act, revised, op. 
ctt., 1945, pp. 485-487. 





THE WASTE MAKERS! 
HARRY ELMER BARNES 
Malibu, California 


Some time ago I reviewed in this journal a book 
devoted to the economic theories of Thorstein 
Veblen.2 The volume now under review consti- 
tutes a very readable popular source-book to 
illustrate the validity of Veblen’s fundamental 
assumption of the basic conflict between the 
capitalistic theory of business enterprise and an 
efficiently planned economy under the direction 
of trained industrial engineers which Veblen 
envisaged, although he did not draw up any rigid 
blueprint for a technocratic society. 

The author, Vance Packard, an expert on 
advertising methods, a well-informed journalist, 
and a very lucid and ingratiating writer, is the 
most widely read of a number of authors who have 
recently sought to show how the American pur- 
chasing public has been “taken”? by the ad- 
vertising fraternity and the sales group in our 
economy. This has been the result of a frenzied 
effort te stimulate consumption in an era in which 
the productive plant and labor force have become 
capable of producing needed and durable goods 
far more rapidly than the consumers can utilize 
them. 

He first became well known in this field by his 
book on The Hidden Persuaders, which appeared 
in 1957, and which endeavored to indicate how 
the most recent advertising technique has turned 
to motivation studies, in the effort to stimulate 
and direct sales and purchases through the utili- 
zation of endocrinology, abnormal psychology, 
psychiatry, social science and public opinion 
research. This has moved on from exploiting 
mere eye and ear appeal to creating impulses and 
craving for goods which arise from the subcon- 
scious mind and endocrine glands. 

Packard followed this by The Status Seekers 
which appeared the next year and stressed the 
relation between social stratification and the 
nature and extent of the demand for goods. It 
emphasized the impact of the desire not only to 
“keep up with the Joneses” but to keep ahead of 

1 This essay is a review article on the book, 
The Waste Makers, by Vance Packard. New York: 
David McKay Company, 1960. Pp. x, 340, $4.50. 

2 “A New Assessment of Veblenian Economics,”’ 
Southern Economic Journal, July 1958, pp. 88-96. 
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them with respect to the diversification and ex- 
tent of the demand for goods. It was a good 
popular study of the operation of what Veblen 
used to call “the sentiment of the invidious.” 

Both of these books were best sellers and did 
much to call attention to many of the actual 
operations of the theory of business enterprise 
and the “free market” in contemporary America. 
They also aroused the ire of many critics. The 
professional economists were highly sceptical of 
them because the author eschewed calculus and 
higher differential equations in stating his beliefs 
and conclusions. Those members of the adver- 
tising world and the marketing fraternity on 
whose toes Mr. Packard trod rather hard and 
sharply were much annoyed by his exposure of 
the wastes and deceptions involved. A prominent 
member of the Market, Attitude and Motivation 
Research Division of the Opinion Research Cor- 
poration in Princeton, New Jersey, contended 
that Mr. Packard’s two books proved him to be 
no more than a “hack script-writer from soap 
opera” who sought to “turn sociology into a good 
Western with the author taken for Gary Cooper.” 

His third book, The Waste Makers, has sold 
more widely than either of the preceding books 
and has also come in for more bitter criticism by 
those directly affected, since it exposes more 
serious threats to the well-being of American 
society and the durability of the free-enterprise 
economy. 

The reviewer regards the book as a major 
contribution to the description of our economy, 
as we have moved past the mid-century. It brings 
together in very readable fashion a large body of 
material, much of which reveals far more of a 
threat to the capitalist economy than all the 
machinations of the Communists here and 
abroad. It does this at a time when there is still 
an opportunity to curb or remedy the abuses 
which he so vividly describes. In this sense, it is 
an important summons to the needed revamping 
of much of the free-enterprise system if it is to 
survive not so much the plots of Reds as its own 
weaknesses and myopia. Unfortunately, those 
persons and groups most apprehensive con- 
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cerning the threats of Communism are the very 
ones most allergic to the warnings contained in 
Mr. Packard’s book, and most ardent in support 
of the Cold War. 

The main argument of the book is that the 
present state of American technology is such that 
it is possible to produce all useful and needed 
goods without utilizing the total available pro- 
ductive plant and labor force for anything like 
all the working days of any year, at least in peace 
time. Hence, in order to insure anything ap- 
proaching the full use of both plant and labor, it 
has seemed necessary to produce goods that 
wear out far more rapidly than need be in the 
light of technological skills, to create a frame of 
mind that leads to abandoning products before 
anything like full use had been made of them as a 
result of dictates of changing styles, novelty and 
status demands, and to induce the consuming 
public to demand far more goods of many kinds 
than it actually needs. All of these measures are 
facilitated and encouraged by easy credit schemes 
and installment buying, which not only promote 
inflationary trends but also threaten the stability 
of the financial system. 

Mr. Packard finds that there have been a 
number of definite strategies worked out by 
business, advertising, and sales agencies in their 
effort to keep the purchasing of goods somewhere 
near in line with the volume that could be turned 
out by the existing plant and labor force. 

One is the fact that there is always an oppor- 
tunity to seek to convince potential customers 
that they need much more than they now possess 
or have been able to possess in the past, from two 
wedding rings to two or more cars or two or more 
houses. These greater wants need not always be 
numerical; they can. be found in larger, more 
powerful and more expensive cars, power-lawn- 
mowers to mow microscopic urban lawns, more 
elaborate kitchen equipment, and the like. Then, 
there is the “throwaway spirit”? encompassing a 
wide range of materials from cheap wrist watches 
and packaged foods to refrigerating and heating 
devices which are discarded rather than being 
repaired while there is still a lot of good wear left 
in them. 

Perhaps the most extensive and effective of all 
the strategies designed to stimulate consumption 
is what Packard calls “planned obsolesence.”’ 
This covers a wide range of planning and prod- 
ucts, but it all tends to converge on the tech- 
nique of a pre-designed “death date’’ for the use of 


any given commodity, no matter how much “life” 
it may still have in it. The planned obsolesence of 
desirability, through arbitrary changes in the 
styles of clothing, hats and shoes is a common- 
place and has been such for years. 

Most conspicuous and costly in this strategic 
area has been what has happened in the auto- 
mobile world since Henry Ford proclaimed that 
the purchaser could have any color of car he 
wished so long as it was black. The majority of 
automobiles in the post-War period have been 
turned in long before they have been worn out or 
faced probable repairs so extensive and expensive 
as to make a turn-in advisable. Drastic changes 
have constantly been made in such non-essential 
matters as ornamentation, design with little 
reference to beauty, size, unneeded power, and 
the like. To hurry the process along has gone a 
planned obsolence of quality (defective materials 
and workmanship) in car exteriors, upholstery, 
and minor but essential parts such as mufflers. 

Automobiles are only one of many examples of 
this planned obsolence of desirability through 
style changes, planned defects in quality, and the 
like, but they have probably been the most 
expensive instance and the one with the greatest 
impact on the economy. 

Planned obsolesence through inferior quality 
has resulted in what Packard calls “the repair- 
man’s paradise.’’ Repairs become more frequent 
and the products have been so designed as to 
make repairs both more difficult and more ex- 
pensive. This is notoriously the case with what 
Packard calls “the short, sweet life of home 
products,” namely, washing machines, refrig- 
erators, television sets, air conditioners, freezers, 
furniture, and the like. 

Another method of stepping up sales with little 
reference to actual needs are “planned chaos” or 
special sales days and stunts, while making 
purchases and payments seem safe and easy 
through installment buying and credit cards of 
various kinds. Mr. Packard wrote too early to 
detail adequately the outstanding example of 
planned chaos in all economic history, that which 
has resulted from the multiplicity of sub-compact, 
compact, super-compact and standard cars that 
have spawned in the last year or so in the auto- 
mobile industry and have involved even the 
planners in the chaos. 

Psychological stimulation operates through 
encouraging “hedonism for the masses” and 
creating the conviction that one should buy 
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everything he or she wants while the waste- 
makers plan new baits and lures to increase the 
wants. A further trend or technique lies in 
exploiting the current irrational increase in the 
population by stressing its blessings in producing 
more and larger markets for children’s needs, 
from clothes to toys, and the indoctrination of 
teen-agers to demand more, emphasizing the 
increasing ease with which they can obtain what 
they want through current credit hocus-pocus. 

All of this material on the methods used to 
stimulate consumption to the point where 
supplying it will occupy the major portion of our 
physical plant and the labor force is reasonably 
well documented, and is enlivened by Mr. Pack- 
ard’s well known talents as an expositor and nar- 
rator, using vivid phraseology and cogent anec- 
dotes. That there are some exaggerations and 
distortions is obvious but there is enough statis- 
tical verification to make it apparent that the 
picture as a whole is valid. Perhaps the main 
weakness is that not enough attention is given to 
the wastes created by planned loafing and 
featherbedding by unionized labor, although Mr. 
Packard does mention this matter clearly and 
expresses his sharp disapproval of such practices. 

He seeks to draw the main conclusions and 
implications from the preceding data. The first is 
the assertion that there is a rapidly growing pre- 
occupation with ever-mounting consumption. 
The second is the trend towards an ever greater 
commercialization of American life in motiva- 
tion, activities and values. The third observation 
is the change in the character of the American 
people which all this is producing. This he be- 
lieves to be the triumph of a selfish hedonism and 
a self-centered materialism that is replacing the 
idealism which made the United States what it 
was prior to the two World Wars. The fourth item 
is one which no informed person can deny: the 
alarmingly rapid and partly unnecessary ex- 
ploitation and exhaustion of our natural re- 
sources, especially in the fields of minerals, 
lumber and oil. 

The author suggests a number of possible solu- 
tions for the disturbing situation he describes in 
his book. One is introducing more of the con- 
sumer’s point of view and social well-being into 
the ordering of the economy, and the termination 
of the hegemony of the sales psychosis and the 
hysteria about increasing consumption, at all 
costs. Another is the education of the public in an 


attitude of prudence and thrift rather than un- 
controlled ecstacy and undisciplined élan in 
purchasing materials, giving more consideration 
to actual need. A third would be the development 
of pride in quality in both production and pos- 
session rather than the current obsession with 
quantity on the part of both the producer and the 
consumer. It might also be helpful to develop a 
greater degree of balance in American life and 
values, with less stress on purely material pos- 
sessions. 

Most important of all is the suggestion that he 
derives from Professor Alvin H. Hansen of Har- 
vard to the effect that, in the future, with the 
ever more efficient technology which we shall 
possess, main stress should be laid on welfare 
expenditures and on the provision of interests 
and facilities for leisure-time activities. This is a 
fundamental point, and by no means novel with 
either Hansen or Packard, but to bring about 
such a situation effectively would require changes 
in personal motivation, economic organization 
and ethical values which neither Hansen nor 
Packard would care to carry through to their 
logical conclusion in analysis and description. 

What are the appraisals and conclusions which 
the reviewer would draw from Mr. Packard’s 
sincere and stimulating book? Since the issues he 
raises involve a large sector if not the whole 
pattern of American economic, social and moral 
life, to do justice to them would require as much 
space as the book itself. 

Even a harsh critic, if honest and _public- 
spirited, would have to be grateful for the book 
because it has revealed to millions of readers the 
seamy side of the current economy which will 
have to be dealt with in the interest of providing 
no more than stability for the capitalist system. 
The longer the undeniable facts in Mr. Packard’s 
exposure are ridiculed, ignored, or both, the more 
serious the crisis will become and the greater the 
difficulty in setting matters straight. 

Discretion, of course, prevents Mr. Packard 
from describing what is by far the greatest waste 
in the world today, namely, the Cold War and 
armament expenditures, especially the hysterical 
obsession with space exploration. These waste 
far more productive effort and natural resources 
than all the unwise operations on the domestic 
front, but the solution of this problem requires 
international statecraft of a scope far transcend- 
ing economic considerations. 
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In one reflective section of the book, Mr. 
Packard suggests that we must take steps to 
prevent technology from “running away” with 
us. Technology is not running away with us and 
never can. It is always the servant of the pre- 
vailing economic and social policy which, if Mr. 
Packard’s strictures are valid, has currently run 
away with technology and prevented it from 
serving society most efficiently and rationally. 

In connection with this, one may correct 
another misconception of Mr. Packard, based on 
his approving citation of a quotation to the effect 
that we are “suffering from a surplus of happi- 
ness.”” There can never be any surplus of true 
happiness. This is the only valid goal of sound 
social policy and is the essence of the “good 
life.” We may be suffering from a surplus of un- 
needed goods and the responsibilities and worries 
that go with them, such as growing indebtedness, 
the problem of meeting installment payments, 
and the like, but there is no reason to believe that 
a surplus of goods always means any surplus of 
happiness. It surely produces the opposite in 
many cases—a surplus of worries, discontents and 
frustrations. 

An economy of abundance is the terrestrial 
paradise, assuming that the abundance is 
rationally determined, provided through good 
sense, discretion and prudence, and used in a sane 
and balanced manner. The first basic problem is 
to provide a good life through technical pro- 
ficiency, thus giving us the extensive leisure which 
contemporary technology can already assure and 


will force upon us increasingly in the future, if 
we do not give way to military and diplomatic 
idiocy. The most vital and necessary social 
planning of our day, and of the future, should be 
to indicate how to use leisure time so as to in- 
crease true happiness and prevent the greater 
leisure from spawning more crime and other 
symptoms of social degradation and pathology. 

In short, Mr. Packard has given us a sardoni- 
cally entertaining account of many defects in our 
present-day economy and has suggested rather 
casually some possible ways of remedying both 
superficial and basic shortcomings. But he has 
missed the boat with respect to offering any 
adequate and fundamental solutions of the 
situation, even though he may personally know 
pretty well what they would have to be. 

He fails to indicate what would happen to an 
unplanned economy, remaining devoted to 
business enterprise and the profit system, if the 
goods produced were of the best possible quality, 
people bought only what they really needed, and 
used those they bought as long as they provided 
good service for the purpose for which they were 
purchased, even assuming that all this implies no 
reversion to monotony, drabness and loss of 
interest in beauty. The result might be as 
cataclysmic and disrupting as the cessation of the 
Cold War and militaristic industry. Virtues like 
prudence and thrift are commendable, but they 
are no adequate solution for the basic economic 
problems of this era. This calls for ‘‘a brave new 
world,” whatever its nature. 
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In one moment I’ve seen what has hitherto been 

Enveloped in absolute mystery, 

And without extra charge I will give you at 
large 

A Lesson in Natural History. 


From ‘‘The Beaver’s Lesson,’’ in Lewis Carroll, 
The Hunting of the Snark. 


An appropriately oriented review of a work 
dealing with the economy of Israel must take 
into account both the welfare index the Israeli 
seek to maximize and the conditions under which 
they seek to accomplish this chosen task.! For 
Israel’s welfare index stresses values besides that 
of maximization of current or prospective income 
per capita, and roles of polity have become 
markedly intermixed with roles of economy. In 
consequence and because various conditions 
under which the Israeli carry on remain hard, 
their economy may still be described as over- 
burdened, though per capita GNP increased by 
half in 1950-58. It may be asked furthermore, if, 
given the objectives sought and the physical and 
other hard-to-modify conditions constraining 
Israel’s economy, the best possible use is being 
made of the resources and inputs at hand. Dr. 
Rubner’s information-packed study is devoted 
largely to this last question. 


NON-ORGANIZATIONAL BURDENS; 
SUBVENTIONS 


As has been implied, Israel’s burdens are of 
both organizational and non-organizational ori- 
gin. The sources of the latter are various. The 
state of Israel came into being May 15, 1948, 
upon the termination of the British Mandate for 
Palestine and some 50 years after the dream of a 
modern Jewish State had first been given organ- 
ized expression. But the birth of Israel, perhaps 
in keeping with its having been midwifed by two 


1 This review article is based largely on Alex 
Rubner, The Economy of Israel (New York: Fred- 
erick A. Praeger, 1960), pp. xxiii, 307, $5.75. Dr. 
Rubner, Economic Editor of Israel’s leading daily, 
Haaretz, has served as Economic Adviser to the 
Ministry of Finance and on various governmental 


bodies. 


world wars, was greeted, not by peace, but by 
the onslaught of considerable Arab forces which 
continued a covert struggle already in process. 
These were defeated by the following spring; yet, 
a comparatively stable situation did not emerge 
until after the short but highly successful Sinai 
campaign opened in late October 1956. Even so, 
while this campaign’s outcome served to dissi- 
pate the garrison-state atmosphere that had 
pervaded Israel, it could not free her of great 
concern about the integrity of her borders and 
the security of her external transfer relations. 
This concern in turn has made necessary con- 
siderable defense-oriented outlay (probably more 
than the reported 7.7 per cent of GNP in 1953- 
54, which is large for a small country but below 
the ratios found in large countries), thereby 
swelling the nation’s unproductive burdens and 
affecting its resource-use patterns (e.g., the dis- 
position of economic activities in space). Part of 
this outlay is chargeable to non-military ac- 
counts, however, in that some of the time spent 
in the armed forces is devoted to education and 
the cultural assimilation of immigrants of diverse 
origin. 

In the past the major source of Israel’s gross 
economic burden has often been her immigration 
policy—a finding suggested when Mr. Ben- 
Gurion observed (London Economist, May 30, 
1953, pp. 605-06) that, where Israel is concerned, 
“there is no such science as economics,” thus 
implying that miracles could be counted upon. 
In her Proclamation of Independence the state of 
Israel was declared to be “open to Jewish im- 
migration and the ingathering of the exiles,” and 
“the Jewish people throughout the Diaspora” 
were called upon “to join forces’”’ with those in 
Israel “in immigration and construction’”’ and “to 
fulfill the age-old longing for the redemption of 
Israel,” a longing that draws stength from the 
Jews’ enjoyment (in H. I. Shapiro’s words) of 
“an unbroken continuity exceeded in length of 
time by only one other people.’ Because of this 
policy immigration has played a major role in 
Israel’s population growth, supplying about 70 


2 The Jewish People (Unesco), Paris, 1960, p. 10. 
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per cent of its increase in 1948-57 and introducing 
into Israel’s population the cultural and physical 
heterogeneity characteristic of the world Jewish 
population. Immigration will continue to play a 
significant role, but this role, while subject to 
fluctuation, is destined to decline in importance. 

Heavy immigration began in 1948. Between 
May of that year and the close of 1958, 922,000 
Jews (of whom 688,000 had come by the close of 
1951) settled in Israel and helped to raise the 
Jewish population from 650,000 to 1,810,000, 
while (abstracting from the departure of over 
600,000 Arabs in 1947-48) the non-Jewish popula- 
tion was growing from around 120,000 to 222,000. 
At present Israel’s population numbers some 2.1 
million, of whom about one-tenth are non-Jewish; 
in 1958 this category included about 153,000 
Moslems, 47,000 Christians, and 21,000 Druze. 
Whereas, prior to 1948, 87.8 and 9.5 per cent, 
respectively, of Jewish immigrants came from 
Europe and Asia, in 1948-58, 44.6 per cent came 
from Europe (mostly central and eastern 
Europe), 29.6 per cent from Asia, and 24.9 per 
cent from (mostly northern) Africa. At the close 
of 1957 only about 14.6 per cent of the world 
Jewish population (numbering about 12 millions 
after having been reduced from about 16.7 to 
about 11.1 millions in 1940-45) lived in Israel, of 
whom about one-third had been born there. But 
since only about 12 per cent of the Diaspora Jews 
outside Israel now live in areas whence they 
might desire to emigrate (i.e., central and eastern 
Europe, the Balkans, Asia, and Africa) to Israel 
and also be free to do so (at least occasionally), 
it is possible that “in the long run the main 
traditional reservoirs of Jewish immigration to 
Israel will dry up.’ 

The heavy influx of immigrants accentuated 
both investment problems and employment 


5 See Roberto Bachi, ‘‘Trends of Population and 
Labour Force in Israel,’’ in A. Bonne, ed., The 
Challenge of Development, Jerusalem, 1958, pp. 49- 
50. Jews are prohibited from emigrating from the 
Soviet Union where live about 20 per cent of the 
Diaspora Jews, and only a small but steady 
“trickle of immigration, prompted mainly by ideo- 
logical motives’’ originates in Western Europe, 
America, and Oceania where live 68 per cent of the 
Diaspora Jews. See also Don Patinkin, The Israel 
Economy: The First Decade, in the Fourth Report, 
1957 and 1958, of the Falk Project for Economic 
Research in Israel, Jerusalem, 1959, chap. 1. On 
the physical and cultural heterogeneity of the 
Jewish population see Bachi, op. cit., pp. 57 ff., 
Shapiro, op. cit., pp. 61-82. 


problems. (a) Most of those who came were 
penniless and had to be supported until they 
could be incorporated into the labor force or 
settled in agriculture where investment per wage 
earner averaged about $15,000 according to 
Rubner.‘ Assimilation of the immigrants into 
Israel has been complicated also by the diversity 
and often traditional character of their cultural 
backgrounds and sometimes also by their past 
unhappy experiences. The diversity accounts in 
part for the adoption by the newer immigrants of 
the cooperative settlement (moshav) with joint 
marketing and supply organs instead of the older 
communal, rural settlement (kibbutz) initiated 
in 1910.5 (b) The income-producing capacity of 
investment in Israel was held down also in that 


* At a maximum the rehabilitation costs of im- 
migrants in 1950-58 approximated 380 million 1952 
Israeli pounds, or an amount nearly equal to the 
domestic dissaving estimated for 1950-58. See 
Patinkin, op. cit., pp. 94, 102-03. This maximum 
is partially offset, however, by factors Patinkin 
describes in ibid., pp. 103-105. The Settlement De- 
partment of the Jewish Agency invests some 30,000 
Israeli pounds in each farm unit and the Govern- 
ment (Ministries of Labor and Agriculture) invests 
‘tan additional IL. 15,000 per farm unit in public 
works, such as regional water schemes, roads, 
forestry, etc.’’ The farmer, after having received 
his allocation from the Agency over a 6-7 year 
period as he has become capable of utilizing his 
advances, begins repayment over a 30-year period, 
with interest at 34 per cent from the time when he 
has received the whole of the IL. 30,000. See 
Agricultural Settlement Dept., Jewish Agency, 
The Composite Rural Structure, Jerusalem, 1960, 
pp. 31-33. The Government is not repaid. The farm 
unit is a family unit, the use of hired labor being 
disapproved as a rule. According to the Jerusalem 
Post (July 1, 1960) the Jewish Agency spent 
IL. 2,500,000 setting up 60 families at Kfar Ofer. 

5 See Unesco, International Social Science Bulle- 
tin, VIII, 1, 1956, the whole of which was devoted 
to “Cultural Assimilation and Tensions in Israel.” 
The Department of Sociology of the Hebrew 
University, under the leadership of Professor S. 
N. Eistenstadt and his associates, is now com- 
pleting studies of the absorption of immigrants 
from Africa and Asia, together with the circum- 
stances that affect assimilation; these should add 
greatly to our knowledge of the assimilative proc- 
ess in general. Other institutions are carrying on 
complementary studies of the assimilative proc- 
ess. E.g., see the report of the Hadassah Medical 
School (of the Hebrew University) on Changes in 
Food Habits in the Yemenite and Iraqi Communi- 
ties in Israel, Jerusalem, August, 1958. On the 
Moshav, see E. Labes, Handbook of the Moshav 
(Jewish Agency), Jerusalem, 1959. 
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relatively large amounts of investment under- 
taken on the behalf of immigrants were charac- 
terized by relatively low output-capital ratios. 
For example, dwellings have formed 41-48 per 
cent of Israel’s fixed reproducible assets, or one- 
fourth to some three-fourths more than in many 
other countries, even though the capital-output 
ratio for dwelling capital is only about half that 
for non-dwelling capital. (c) While Israel was 
able to absorb most of the immigrants into her 
labor force, she has not yet been able to absorb 
all. Unemployment has resulted, “serious in its 
extent, in its depth, and in its structural nature”; 
it has been concentrated among the newer im- 
migrants from Asia and Africa, that is, among 
the less educated, the more illiterate, the less 
skilled, those who have benefitted least from the 
rise in national income. While shortage of co- 
operant agents has been partly responsible, so 
also have institutional factors which have kept 
the wages of unskilled workers above levels at 
which larger numbers could be employed and 
which may have accentuated other inflationary 
forces by measures designed to keep wage dif- 
ferentials relatively narrow.’ 

Even if the net rate of immigration should 
remain low, the rate of population growth would 
remain quite high, perhaps around 3.5 per cent 


6 These figures are based on a 1960 study, not 
then ready for publication, which Dr. A. L. Gaa- 
thon kindly supplied me. Patinkin’s percentages 
for investment in dwellings are lower, ranging 
downward from 47.1 and 48.2 in 1950 and 1951 to 
31.1 in 1958, but he finds them to be from 20 to 
over 100 per cent above comparable figures for 
various other countries. See op. cit., pp. 82-83. 
Even so, Rubner reports persistence of the hous- 
ing shortage, which he attributes in part to the 
manner in which construction activities are or- 
ganized and housing is allocated. See op. cit., pp. 
70-73. 

7 The real wages of the unskilleu have risen, 
though not quite as much as the wages of the 
skilled or the price of capital equipment, but still 
too much to permit fuller employment. See Patin- 
kin, op. cit., pp. 67-69, 117-121, 180-184. See also 
A. P. Lerner’s essay in Brinkley Thomas, ed., The 
Economics of International Migration, London, 
1958, pp. 52-62; J. R. Hicks, Essays in World Eco- 
nomics, London, 1959, pp. 96-102, on the inflation- 
ary impact of wage policies designed to narrow 
wage differentials as has been attempted in Israel. 
See Patinkin, op. cit., pp. 180-182; Rubner, op. cit., 
pp. 43-44; F. Zweig, The Israeli Worker, New York, 
1959, pp. 21-23, 161-166; also Aharon Becker, 
“The Work of the General Federation of Labour 
in Israel’’ (i.e., the Histadrut), Jnternational La- 
bour Review, LX XXI, 1960, pp. 442-448. 


per year, and past trends in population composi- 
tion would likely persist. The annual rate of 
natural increase, though lower than in the early 
1950’s, remains in the neighborhood of 2.2 per 
cent. In the Jewish population in 1957 gross and 
net reproduction rates were 1.76 and 1.67. Fer- 
tility and natural increase are decidedly higher, 
however, among Oriental Jews (i.e., Jewish im- 
migrants from Asia and Africa) and Moslems 
than among native-born Jews or those from 
Europe, America, etc., where net reproduction 
among the Jews has usually been near the re- 
placement level, though it has sometimes fallen 
below. “Oriental women bear about twice as 
many children as European women. Among 
Europeans veteran women bear 2.5 children on 
the average and new immigrants 2.3; the corre- 
sponding means for Oriental women are 4~-4.5 
and about 5.5. . . . Native-born women are a 
group of composite origin and so their demo- 
graphic patterns are generally between those of 
Orientals and of Europeans.’”’ There are differ- 
ences also within each of these two categories of 
immigrants, attributable to differences in age at 
marriage and age-specific fertility and reflecting 
industrial and cultural differences associated with 
country of origin.® It is not yet clear whether 
overall fertility will fall, for while the tendency 
of Oriental fertility to decline with length of stay 
in Israel outweighs any tendency on the part of 
European fertility to rise, increase in the propor- 
tion of more fertile Orientals (together with their 
descendants) in the population could elevate 
overall fertility for a while. Overall Jewish gross 
reproduction has not been trending upward, 
however. 

Inasmuch as death control has spread among 
the non-Jewish as well as among the Jewish popu- 
lation, mortality now approximating 7.7 per 
thousand in the former and 6.0 in the latter and 
overall life expectancy having risen from about 


8K. R. Gabriel, Nuptiality and Fertility in 
Israel, The Hebrew University, Jerusalem, 1960, 
summary chapter, par. 8.3. An English summary 
is included, together with an English index to the 
tables and charts. The census of 1961 will assemble 
a large amount of demographic information re- 
lating to the population of Israel, a veritable de- 
mographer’s laboratory, the analysis of which (if 
support is available to carry it out) will reveal 
much of general as well as of specific concern. 
Total fertility and gross reproduction, by con- 
tinent of origin, and natural increase in the Jewish 
and the non-Jewish populations are given in the 
annual Séatistical Abstract of Israel. 
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54 in 1926 to 71 in 1958, natural increase varies 
with ethnic group in about the same measure as 
do fertility and natality. Natural increase ap- 
proximates 2 per cent among the Jews and close 
to 4 per cent among the non-Jews (mostly Arabs) ; 
gross reproduction is about twice as high among 
Oriental as among other Jews. The rate of in- 
crease thus is highest among those elements in 
the population among whom aspirations for 
secondary education and more exacting occupa- 
tion are relatively less pronounced. This means 
that the tendency of the aspirations to rise will 
diminish, even though secondary education is 
made more accessible.® Yet, as is suggested below, 
the future of Israel depends very much upon the 
extent and nature of the educational attainments 
and technical skills of its population. 

Whatever expenditures the requirements of 
defense and settlement impose on the Israeli 
economy, their burden is accentuated by not 
easily modified disabilities under which this 
economy operates. Israel is small in size, sub- 
optimal in her spatial configuration, poor in re- 
sources and top-quality land, and surrounded 
by unfriendly neighbors several of whom are 
avowedly and in effect hostile. Israel embraces 
only 8,000 square miles of area (of which 172 are 
under water), but has a boundary 748 miles in 
length (590 by ‘and and 123 along the Mediter- 
ranean and Red Seas), or about twice as much as 
it would have if it were square-shaped. She lacks 
coal deposits, but may prove to have considerable 
oil. She has limited deposits of some minerals 
(e.g., iron, copper, manganese, gypsum, barute, 
and felspar), but is presently marketing others 
(potash, phosphate, kaolin, glass sand, and bro- 
mine) commercially. She has a climate favorable 
to citriculture. She lacks sufficient water (at least 
until desalinization of sea water becomes eco- 
nomically feasible) to irrigate more than one-half, 
if that much, of her (roughly) 1.4 million acres 
(outside the southern Negev) considered suitable 
for irrigation.!° Her labor force, numbering only 


* On the high rates of return received on invest- 
ment in education in an underdeveloped country 
see C. S. Shoup et al, The Fiscal System of Ven- 
ezuela, Baltimore, 1959, pp. 406-409. See Patinkin, 
op. cit., pp. 67-68, also pp. 75-76 on the greater 
importance of informal than of formal education 
in Israel in the 1950’s. 

10 Tsrael’s irrigable land is put at 5-5.5 million 
dunams (1 dunam = 0.247 acres), but since there 
are not more than 1,800 MCM (million cubic 
metres) available for safe, continuous utilization, 


of which 1,550 MCM are already in use, there will 
some 700,000, is too small to realize widespread 
economies of scale; resource-poor Switzerland, 
with a labor force 214 times as large as Israel’s, 
overcomes her handicaps only by dint of hard 
work, efficiency, heavy investment, and great 
reliance on exports." Israel’s trade with her 
neighbors is very small because of their un- 
friendliness; it would be small even if her neigh- 
bors were friendly, since their economies are not 
now very complementary to Israel’s.* Her ex- 
ports, amounting to about one-tenth of her net so- 
cial product in comparison with Switzerland’s 
one-fourth, is too low to give rise to many econo- 
mies of scale, nor is Israel’s internal market large 
enough to do so. The average size of her manu- 
facturing establishments remains small, smaller 
even than those in Egypt and Turkey, though 
the relative amount of employment provided in 
larger plants is increasing."* Diseconomies con- 





be enough to irrigate only around 2.5 million 
dunams when the water resources are fully devel- 
oped. See Ministry for Foreign Affairs, Facts about 
Israel, 1959, Jerusalem, 1959, pp. 86-87; Y. Pru- 
shansky, Water Development (Israel Today, No. 
ii), Jerusalem, 1960. A 1958 estimate puts the 
available water at only 1,700 MCM, of which no 
more than 1,300 could support irrigation. This 
estimate (Rubner, op. cit., chap. 14) of 1,700 MCM 
is but one-half one of 3,450 MCM made in 1944; 
it makes impossible a proposal to water both 
northern lands near the the water sources and 
1,500,000 dunams in the water-short Negev some 
100 miles to the south (unless desalinization of sea 
water becomes feasible). 

1 E. A. G. Robinson, ed., The Economic Con- 
sequences of the Size of Nations, London, 1960, pp. 
xv-xvii, chap. 4, also pp. 356-357. 

12 Rubner reports a study of 1953 that put the 
annual cost to Israel of the Arab boycott at $25- 
30 million. ‘‘The real benefits likely to ensue from 
an end to the boycott are the possibilities of re- 
gional development of soil conservation, irriga- 
tion, anti-malaria and anti-locust schemes; tour- 
ist excursions to the whole of the Middle East 
would also again become feasible.’’ Op. cit., pp. 
69-70, 243. 

13 Rubner, op. cit., pp. 81-83; United Nations, 
The Development of Manufacturing Industry in 
Egypt, Israel, and Turkey, New York, 1958, pp. 
36-37; Ruth Klinov-Malul, Productivity of Labor 
and Machines in Israel’s Cotton Spinning Mills 
(Falk Project Research Paper 4), Jerusalem, 1958, 
pp. 6-8. See also the Jerusalem Post, Economic 
Annual, Jerusalem, 1960, pp. 41-42, where it is 
indicated that about 40 per cent of earners em- 
ployed in Israel’s industry are in enterprises em- 
ploying more than 50 workers as compared with 
only 23 per cent in 1952. 
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sequent upon smallness remain, and these in turn 
make it difficult to augment productivity per 
worker as rapidly as expectations, wage demands, 
and money wages rise in Israel, with the result 
that money costs and prices tend to be high." 

Over against these burdens may be set several 
offsets, at least the first of which had its origin 
in large part in the desire of the Jews in various 
parts of the world to help their fellows in Israel. 
(1) Assistance from abroad, most of it unrequited, 
served to increase Israel’s stock of fixed reproduc- 
tive assets by about 250 per cent in 1950-59 and 
the per capita amount of such assets by about 100 
per cent, since domestic savings have been negli- 
gible or negative. This increase in assets may have 
been responsible for perhaps as much as one- 
fourth of the growth of NNP in 1950-59, an in- 
crease approximating 12 per cent per year, with 
increase in labor input responsible for perhaps 45 
per cent of this growth.'® (2) If something like 70 
per cent, or less, of the increase in NNP in 1950- 
59 is attributable to increase in inputs of labor 
and fixed capital, the balance, 30 or more per cent, 
is largely attributable to increases in efficiency. It 
is probably because of the high rate at which in- 
dustrial capital per worker grew in 1950-59 (about 
128 per cent, ranging from 93 per cent in agricul- 
ture to 178 per cent in industry), together with 
improvements in efficiency of resource-use, that 
the bad effects of uneconomic allocation of re- 
sources were swamped. 


REMEDIABLE CONSTRAINTS 


Output in Israel would have risen faster had in- 
ternal capital formation been greater, had private 
enterprise had more encouragement, had there 
been more competition and price flexibility, and 
had the labor force and other resources been bet- 
ter distributed among uses. The constraints re- 
ferred to have been variously relaxed, however, in 
part because of continuing criticism and unfor- 
tunate experience, and they will probably be re- 
laxed in greater measure as Israel’s economy be- 
comes increasingly exposed to world competition. 

(1) As has been implied, domestic savings in 
Israel have been negligible or negative, because of 


14 Klinov-Malul, op. cit., pp. 8-10, 37-43; Patin- 
kin, op. cit., pp. 118-121. 

18] have based the increase in capital on Dr. 
Gaathon’s estimates. The others are based on 
Patinkin, op. cit., pp. 45, 52, 73-75. See also A. L. 
Gaathon, The Estimate of Depreciation in Israel’s 
National Accounts (pamphlet), Jerusalem, 1960. 


a strong tendency (fed by egalitarian ideology and 
wage policy) to increase per capita consumption 
and avert reduction in the size of the import sur- 
plus. According to Rubner, of the $3.3 billion of 
goods and services gotten from abroad in 1948-58, 
$2,350-2,550 million consisted in charity and po- 
litical aid; only $300—400 million were paid for 
with proceeds from visible and invisible exports. 
Israel was forming no capital since her import sur- 
plus, amounting to one-fifth of her “total avail- 
able resources” (i.e., GNP plus import surplus) 
exceeded her net investment, and as late as 1958 
her foreign currency budget was requiring “‘an an- 
nual subsidy of about $300-350 million.” !® 

(2) The world of incentives surrounding the en- 
trepreneur in Israel fell quite short of the ideal. 
Rubner states (p. 38, also p. 47) that ‘‘the politi- 
cal ideology of the Israeli socialist parties saw in 
the institution of wage labour. . . an evil of abys- 
mal perversity” ;” that at the beginning restric- 
tions upon private enterprise discouraged foreign 
entrepreneurs (p. 20); that “shabby treatment” 
caused the departure of thousands of Jews “who 
could perform professional, managerial and entre- 
preneurial functions’’; that entrepreneurs are too 
dependent on governmental favors (pp. 81-83); 
that use of entirely too large a fraction of the na- 
tion’s “total resources’”’ was governed by decisions 
made by the Government, the Histadrut, and the 


16 Rubner, op. cit., chap. 5. Patinkin’s figures 
differ slightly but tell much the same story. See 
op. cit., pp. 45, 52, 93-94. He indicates that domes- 
tic dissavings might have been as high as 7.5 per 
cent of GNP for the entire period 1950-58. bid., 
p. 93. 

17 [sraeli socialism is a unique but changing 
amalgam which evolved out of Marxist socialism 
and into cooperative socialism ‘‘and now is in 
danger of turning into Charity Socialism,’’ which 
‘means that everyone, every establishment, every 
institution, plants and weeds alike, have a right 
to live.’’ See Zweig, op. cit., p. 293. (One might call 
this Jainist socialism.) The original glamour, zeal, 
flavor, and beauty of Israeli Socialism have been 
lost. Even so, because of its humanitarian empha- 
sis, its preference for a Histadrut type of organiza- 
tion to one dominated by the state, and its not 
yet wholly relinquished tendency to idealize the 
man of brawn and his work and to depreciate the 
man of brain and his work (so crucial to economic 
development) and underpay it, Israeli socialism 
remains an important force. See ibid., pp. 273- 
293 on socialism and 238-272 on the Histadrut; 
also M. L. Plunkett, ‘“The Histadrut : The General 
Federation of Jewish Labor in Israel,’’ Industrial 
and Labour Relations Review, XI, 1958, pp. 155-182. 
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Jewish Agency; that little scope was allowed 
private enterprise in agriculture (pp. 100-102); 
that for ideological reasons the interest rate was 
not freed of regulation (pp. 89-90, 253) ; etc.1 

(3) Because of constraints put upon the work- 
ing of the price system, Israel’s economy has func- 
tioned less effectively than it otherwise might 
have done, and inputs have been inappropriately 
allocated. These constraints had a four-fold origin, 
in exchange controls flowing out of balance-of- 
payment problems, in price controls flowing out 
of the efforts to combat persisting inflation, in a 
wage policy dominated in part by idoelogical con- 
siderations, and in the extent to which economic 
decisions were made outside the purely private 
sector. (a) A system of not very enforceable ex- 
change controls, eventually in the form of multi- 
ple rates, made for waste of foreign-exchange re- 
sources and for misuse of Israel’s internal 
productive prowers; it conferred windfall gains 
and differential profits upon favored importers 
and exporters; it provided most of Israel’s entre- 
preneurs with a large measure of protection and 
yet discouraged some economically desirable 
forms of domestic production; it made diverse 
export subsidies necessary, with the result that 
many subsidized exports (besides essentially non- 
subsidized citrus and diamonds which were re- 
sponsible for about two-thirds of Israel’s export 


18 According to Rubner, Mapai, Israel’s socialist 
labor party, has long been the dominant force not 
only in the government but also in the Histadrut 
and in the Jewish Agency, the political executive 
of the World Zionist Organization. Op. cit., pp. 
xv, 45-47. These three units, together with the 
municipalities, constitute the ‘‘public sector.’’ 
Ibid., pp. xviii, 29, 36, 38, 71-72, 82, 84, 94, 221-222. 
In 1953 20 per cent of NNP originated in Histadrut 
and cooperative enterprises, 25 per cent in gov- 
ernment, and the balance in private business. 
However, a large fraction of private investment 
activity (70 per cent in 1954) is financed by the 
government. See Patinkin, op. cit., pp. 65, 86-90. 
Rubin (op. cit., p. 222) puts at only about 27 per 
pent the fraction of the national income gener- 
ated in the purely private sector. On politics in 
Israel see Marver Bernstein, The Politics of Israel, 
Princeton, 1957. 

1° Until 1957 interest was regulated under Otto- 
man law. Because of the diverse origins of the 
legal authority operative in Israel when it became 
a state, codification of this authority and its 
adaptation to the needs of a modern state have 
been necessary. On this problern see Benjamin 
Akzin, ‘‘Codification in A New State,’’ American 
Journal of Comparative Law, V, 1956, pp. 44-77. 
This study relates to Israel. 


earnings) were almost unrequited exports.?° (b) 
Price controls employed to suppress inflation 
(which increased prices some 200 per cent in 1950— 
58)" also made for misuse of resources (chaps. 8, 
9, 12) as did the interest rates and other condi- 
tions involved in the lending of funds (pp. 90-93). 
(c) Wages often were permitted to rise faster than 
productivity and thereby discourage exports 
whilst the Tozereth Haaretz protectionist policy 
walled out salutary foreign competition and hence 
made for rising prices and wages (chaps. 6, 20, pp. 
213-214, 223-224). (d) Had those in control of 
the “public” sector resisted suppression of the 
market mechanism, together with the distortions 
resulting, the efficient, regulative power of market 
forces would have dominated (pp. xvii—xviii, 221- 
224, 239-241). 

(4) Israel’s labor-force and industrial composi- 
tion reflects the misallocation-producing influ- 
ences discussed above. The percentage of the 
population of working age in the labor force is 
relatively low, in part because the number of par- 
tially or wholly unemployed is large and because 
so many are enrolled in the non-civilian labor 
force (p. 73). Of those employed the fraction en- 
gaged in manufacturing as well as that in agricul- 
ture and manufacturing combined is much below 
levels found in Western Europe while the relative 
number engaged in services (governmental and 
private) is much above levels encountered in 
Western Europe. This distribution is traceable in 
part to the fact that relatively high wages and a 
shortage of cooperant factors are restricting the 
expansion of some parts of the economy and be- 
cause it is comparatively easy to enter service 
occupations in which capital requirements are low 
and rates of remuneration are more flexible.* 


20 Tsrael’s exchange control system and her 
foreign trade are treated by Rubner, op. cit., 
Part B and pp. 48-51, 225-229, 239-241, 254-284. 

21 Consumer prices, building costs, and invest- 
ment prices rose 210, 379, and 455 per cent, re- 
spectively, in 1950-58. See Annual Report (1958) 
of Bank of Israel, Jerusalem, 1959, p. 61. 

22 Real daily earnings rose 4.4 per cent per year 
in 1950-58 and at least 4.7 per cent per year in 
1953-58. See Patinkin, op. cit., pp. 38-40, 119-121. 
GNP per capita increased 5.2 per cent per year 
in 1950-58, that is, at a rate higher than in most 
countries of the world. Jbid., p. 70. 

23 In 1959 fixed reproducible assets per person 
(which may, however, constitute only half of all 
the assets employed per worker) approximated, in 
1957, IL. 10,710 in agriculture, 6,953 in industry, 
17, 391 in transport, and 1,530 in all other cate- 
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Since 1950, however, and particularly in recent 
years (e.g., 195-559) the labor force outside agri- 
culture, industry, and transportation has grown 
somewhat less rapidly than has that in these other 
branches. 


THE WAY OUT 


Israel’s main task consists in making the state 
economically viable. Accomplishment of this pur- 
pose entails bringing payments into balance, by 
developing Israel’s internal productive powers 
and such potential comparative advantages as 
she may enjoy in the international field. Develop- 
ing Israel’s productive powers and potential ad- 
vantages entails stepping up the rate of domestic 
capital formation, increasing the relative number 
of entrepreneurs, engineers, and persons with 
managerial skills, shunting these along with capi- 
tal into the comparatively more expansible sectors 
of the economy, and allowing the price system at 
the very minimum a far larger measure of con- 
trol over the pricing and use of resources, inputs, 
and final products than it has exercised in the past 
decade. It is essential also that the forces making 
for inflation in the past be held in check so that 
the level of prices will remain relatively stable 
even though the structure of prices and wages is 
undergoing the considerable modification required 
if optimum use is to be made of Israel’s resources 
and these are to be increased. 

Despite the need of Israel to make major eco- 
nomic adjustments, the future is quite promising. 
There is widespread awareness of the adjustments 
required and the measures indicated. Moreover, 
under the pressure of circumstances, salutary 
changes are taking place. It is recognized that the 
internal market is no longer a seller’s market and 
that Israeli producers face strong competition at 
home and abroad. It is taken for granted that the 
stimulus of a regime of competition is required.™ 





gories. In 1955-59 aggregate and per employed civil- 
ian net stock of non-dwelling assets, respectively, 
increased annually as follows, by major industrial 
category: agriculture, 11.0 and 6.8 per cent; in- 
dustry, 11.6 and 5.9; transport, 12.5 and 7.7; other, 
16.7 and 12.8. These figures are based on Dr. 
Gaathon’s preliminary estimates. 

* “The protection of Israel products has hith- 
erto been a matter of administrative control and 
banning competitive imports. The Ministry (of 
Commerce and Industry) had failed to exploit 
foreign competition as a stimulant of better do- 
mestic production and more effective domestic 
competition. . .. More and more, imports will de- 


Greater effort than ever is being made to attract 
foreign industry and entrepreneurs, because with 
them come new capital, know-how, and ability 
to make money. In 1959 a law more favorable to 
foreign investment than that of 1950 (liberalized 
in 1955) was passed. The camapign for foreign 
investment has been made second in importance 
only “to the United Jewish Appeal and Develop- 
ment Bonds.’’?5 

The competitive pressure described, acting in 
combination with a shrinking inflow of goods and 
services, are affecting both managerial practice 
and policy relating to wages, salaries, and prices. 
Aware of the shortage of skilled labor and skilled 
managerial and administrative personnel, busi- 
ness and government leaders are taking various 
steps to increase the supply of each as well as that 
of persons with engineering and related compe- 
tence. There is much emphasis upon improvement 
of personnel relations and methods of production 
which result in reduction of input per unit of 
output, upon improvements, that is, of the sort 
which have already added greatly to Israel’s pro- 
ductivity. There is pressure upon the govern- 





pend on our ability to export, and exports, in 
turn, on our ability to rival imported goods in 
quality as well as price. . . . It is timely to shift 
from an embargo on competitive imports to meas- 
ures designed to render Israel wares competitive 
on the world market.’’ See Israel Government Year 
Book 5720 (1959-60), Jerusalem, 1960, pp. 163-164. 
Recent liberalization policy covering three-quar- 
ters of all imports (including vital raw materials 
for the use of textiles, metal, chemical, wood, 
tanning, paper, and plastic industries) “has had 
its expected results, directing trade to normal 
channels, virtually putting an end to undesirable 
features to which control customarily gives rise, 
regulating supply of raw materials and enabling 
the manufacturer to plan production at long range. 
Prices, too, have gone down. A refreshing compe- 
tition has invaded import as well as production, 
import is left in skilled and competent hands, 
vistas are opened to new immigrants and labour is 
rationally and productively shared between pro- 
duction and import specialists.”’ Quality has 
risen, costs have gone down. Jbid., pp. 169-170, also 
p. 173, where it is reported that the removal of 
“the last vestiges of food rationing led to a free 
home trade with spiraling competition, often un- 
restrained.’’ 

25 Tbid., p. 165. 

26 Patinkin, op. cit., p. 75. A National Produc- 
tivity Institute was set up in 1951 as a result of 
efforts on part of Histadrut seconded by the 
Government and the Manufacturers’ Association, 
all of which were interested in increasing produc- 
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ment and upon Histadrut, both from potential 
foreign investors” and from professional and simi- 
larly situated people within Israel, to remove con- 
straints upon entrepreneurs and others, to permit 
wider wage and salary differentials, to rationalize 
organizational and pay structures, to allow greater 
scope to initiative and effort, and to facilitate in- 
put allocation in keeping with true input price. 
This pressure may have a bearing also upon the 
role that Histadrut plays in the future.* 

Of overwhelming concern, of course, is adjust- 
ment of the export-import gap and elevation of 
the rate of domestic capital formation. As has 
been noted, Israel’s stock of capital has increased 
only because of a continuing and heavy import 
surplus made possible by currently unilateral 
payments. This surplus averaged $341 million 
per year in 1956-58, largely because of unilateral 





tivity and in curbing inflation. See Becker, op. 
cit., pp. 451-453; H. Fish, “‘Raising Productivity 
in Israel,’ International Labour Review, LXVIII, 
1953, pp. 375-392. According to Becker, output 
per worker rose 142 per cent in agriculture and 88 
per cent in industry in 1949-59. Persons taking 
courses under the Institute’s auspices increased 
from 670 in 1953 to 3,734 in 1959. See Israel Govern- 
ment Year Book (1959-60), p. 366. 

27H. S. Kahn, an American banker writes as 
follows (Economic Horizons, XII, July, 1960, p. 
6): ‘“My own feeling is that this is not a socialis- 
tic government in the undesirable sense that many 
of us feel. However, I do think that labor has a 
dangerously large amount of power. To date, this 
has worked well and has probably been necessary 
in view of the tremendous task of getting the 
country started and providing both capital and 
direction. However, for the future some way must 
be found to limit many of these powers which are 
not proper for labor to hold in a well-developed 
economy and also which could spell disaster in the 
hands of people who are not completely dedicated 
to the national welfare.’’ One gets a good impres- 
sion of the great changes wrought in Israel in the 
past decade when one compares the 1960 Year 
Book issue of Economic Horizons (August-Septem- 
ber, 1960) with Investing in Israel, issued by the 
Jewish Agency in 1948. 

*8 Under the mandatory government, Histadrut 
was an imperium in imperio, performing many 
national functions, some but not all of which the 
state has taken over, with the result that there is 
difference in opinion respecting where some of 
Histadrut’s functions should be lodged. At pres- 
ent Histadrut embraces some 40 national unions 
and most workers, performs welfare functions, and 
handles many economic activities (e.g., about 
three-quarters of farm production, two-fifths of 
building activity, and one-fifth of industrial out- 
put). 


German payments of some $120 million per year. 
These payments will terminate shortly, other 
sources of funds may constrict somewhat, and 
service charges on outstanding bonds may re- 
duce the net inflow consequent upon further 
bond sales. The import surplus could fall to or 
below $200 million, and with it the gross volume 
of imports, unless exports and tourism expand. 
As a result the rate at which Israel’s stock of 
capital grows could decline markedly, and with 
it the rate of growth of national income, and this 
decline might bring other adverse effects in its 
wake. This outcome might be averted if the 
internal rate of capital formation rose sufficiently, 
say to a rate of 11-15 per cent of national income 
which would about suffice to offset an expected 
rate of population growth of about 3.5 per cent 
per year and permit the reduced import surplus 
to increase capital per head. Accomplishment of 
this rate of saving would entail a marked de- 
crease in the rate of growth of per capita con- 
sumption (which increased 46 per cent in 1940- 
48) for 5-10 years and a great increase in personal 
savings as well as in government and corporate 
savings.?9 

It is not easy to reduce the import surplus and 
yet sustain the old inflow of imports, though it 
was cut from 334 to 304 million dollars between 
1958 and 1959, and cuts of $25-30 million per 
year apparently are anticipated. The import con- 
tent of that which Israel uses or exports approxi- 
mates 22-23 per cent, with exports and gross 
investment responsible for nearly half of Israel’s 
imports. This suggests that while expansion of 
tourism, together with the substitution of do- 
mestic for foreign products and of domestic for 
foreign capital goods, will prove helpful, the 
impact of expansion of exports will depend upon 
what is exported.*° Here the room for maneuver 


29Tn 1957-59, according to surveys of urban 
families presented in the annual reports of the 
Bank of Israel, average annual savings per family 
amounted to only 4-5 per cent of private dispos- 
able income; consumption absorbed 90 per cent, 
and of the balance about half (i.e., 5 per cent) was 
invested in durable consumer goods. These surveys 
appear in the Bulletin and the annual report of the 
bank. 

30 In 1958 the import content of private and 
public consumption, respectively, approximated 
15.4 and 20.2 per cent; that of gross domestic in- 
vestment and exports, respectively, 33.1 and 46 
per cent. See Bank of Israel, Annual Report, 1958, 
p. 18. Figures for 1951 (among them 68 per cent for 
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is limited in the short run, since at present fruits 
(mostly citrus) and nuts make up about two- 
fifths, diamonds about one-fourth, and chemicals 
and drugs about one-twentieth of exports. 
Presumably, Israel’s future lies in industrial 
expansion, and above all in the expansion of in- 
dustries making differentiated products some- 
what insulated from competition, or products, 
the character of which can be changed rapidly. 
Should expansion be pursued along these lines, 
greater attention will have to be given to market- 
ing functions. Israel is not likely to fare well in 
activities depending upon access to large markets, 
or in activities in which countries with econom- 
ically cheap labor are engaged. Expansion in 
agriculture is limited because of the shortages of 
suitable land and water." Expansion of agricul- 





diamonds and textiles) are given by A. L. Gaa- 
thon, in his Survey of Israel’s Economy 1951 (Falk 
Research Project), Jerusalem, 1951, pp. 48, 55, 59- 
60. Possible pathways to a lower import surplus 
have been projected by Patinkin (op. cit., chap. 5) 
and by the Research Department of the Bank of 
Israel. 

31 On the basis of land characteristics there are 
5.5 million dunams that might be irrigated, of 
which about 4.6 could be cropped without irriga- 
tion, and about one million lack the rainfall to 
permit cropping without irrigation. These figures 
must be reduced about 10 per cent, however, to 
allow for roads, farmyards, and other noncrop 
uses. See Israel Agriculture 1953-64 (published on 
behalf of the Ministry of Agriculture, Jerusalem, 
1955, and written largely by Marion Clawson), pp. 
3-5, chap. 3. In 1958-59, 4, 040 dunams were cul- 
tivated, of which 1,290 were irrigated. Jewish 
farming embraced 3,345 dunams, of which 1,264 
were irrigated. The Jewish National Fund re- 
cently approved a plan to reclaim 625,000 acres in 
Galilee, Judea, and the southern Negev, at a cost 
of $250,000,000 over the next twenty years, and 
settle 100,000 families (about 500,000 people) on 


tural exports (consisting largely of citrus and 
secondarily of off-season and superior quality 
products)* may encounter rising costs at home 
and intensified competition abroad as agricultural 
techniques improve in areas that supply products 
competitive with Israel’s, especially in Europe. 
Available data suggest, moreover, that returns to 
capital and labor are higher outside agriculture 
than within it.* Of course, if entrepreneurs are 
allowed free rein under a regime of competition, 
it is highly probable that they will ferret out the 
most profitable lines of activity, since their busi- 
ness is money making. Then the types of activity, 
agricultural and non-agricultural, that can allevi- 
ate the import gap will tend to come to the fore.** 





this land. See report by Irving Siegel, New York 
Times, February 26, 1961, Part A, p. 10. At present 
some 32,000 farm units remain underequipped. 

3% See the Jerusalem Post Economic Annual 
(1960) pp. 59-82. 

%3 Data compiled by Dr. Gaathon indicate net 
produc’ per unit of capital and per employed per- 
son, respectively, in 1958 to have been (in IL.) as 
follows: agriculture, 0.316 and 3,109; industry, 
0.543 and 3,713; transportation, 0.257 and 4,147; 
and others, 2,766 and 3,657. The ratio of capital to 
net product in 1958 was as follows: agriculture, 
3.16; industry, 1.84; transportation, 3.90; others, 
0.36. After this review was written, Dr. A. L. 
Gaathon’s excellent Capital Stock, Employment 
and Output in Israel, 1950-1959 (Jerusalem: Bank 
of Israel, 1961), was published. 

% Two conditions make it likely that Israel, 
though destined to remain small (3-5 millions), 
will evolve a many-product rather than a few- 
product economy and hence one especially suited 
to development under private enterprise: (a) on 
the supply side many constraints and vulnerabil- 
ity to diminishing returns loom; (b) on the demand 
side products, when highly differentiated, are 
likely to encounter declining elasticities of de- 
mand. 
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TOWARDS A NEW ENERGY PATTERN IN EUROPE 
LESLIE E. GRAYSON 
College of the City of New York 


I. INTRODUCTION 


In the postwar years economists developed an 
interest in forecasting energy requirements which 
received particular attention in Western Europe. 
In the spring of 1960, a most comprehensive 
study was added to the already numerous fore- 
casts of the European energy situation.! This 
article reviews this latest study, and also con- 
trasts it with an earlier comprehensive report on 
the same subject.? 

The reasons for the recent interest in energy 
forecasts are many, but the most important ones 
are the concern over the sizeable capital invest- 
ments in the energy industries and the magnitude 
of energy imports in the balance of payment of the 
Western European countries. Most importantly, 
however, the availability and price of energy 
largely influence the standard of living and pro- 
ductivity of all countries, including, of course, 
those of the OEEC. 

Before reviewing recent OEEC studies on 
energy forecasts, a brief account of the pre-World 
War II energy situation is warranted. 

Prior to World War II, total energy consump- 
tion in the OEEC area increased very slowly.* In 
the twelve years between 1927 and 1939, this 
increase was less than 0.5% per annum. The 
growth rates in the postwar years, however, have 
shown a much more rapid rise. From 1948-1952, 
total energy consumption increased 5.4% per 
annum, and while this growth rate slowed down, 
between 1953 and 1958, to about 4.0% annually, 
it still represented an increase of considerable 
magnitude. 

The supply pattern in the prewar and early 
postwar years was also different for the European 
energy industry from what it is today. In 1929, 
solid fuels contributed 92% of all energy con- 


1OEEC, Towards a New Energy Pattern in 
Europe, OEEC, Paris, 1960 (Robinson report), pp. 
125, $1.50. 

2OEEC, Europe’s Growing Needs of Energy; 
How Can They Be Met?, OEEC, Paris, 1956 (Hart- 
ley report). 

°OEEC, Industrial Statistics, 1900-1955, OEEC, 
Paris, 1955, pp. 26-27. 
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sumed in Western Europe, with hydroelectricity 
and petroleum supplying 4% each. By 1937, solid 
fuels supplied 87 % of all energy, hydroelectricity 
6%, and petroleum 7%. The situation changed 
even more dramatically in the postwar years. In 
1948, solid fuels contributed 80%, hydroelec- 
tricity 6%, and petroleum 10%; by 1958 the 
contribution of solid fuels had decreased to 62%, 
hydroelectricity accounted for 9%, and petroleum 
for 25% of the total energy supply. 


Il. THE HARTLEY REPORT 


The best known of the energy studies for the 
OEEC area was prepared by the OEEC under 
the chairmanship of Sir Harold Hartley in 1956.‘ 
The Hartley Commission prepared forecasts for 
1960 and 1975.° On the basis of the forecasts pre- 
pared, the Hartley Commission reached the fol- 
lowing policy conclusions for the OKEEC member 
countries :® 

1) In the future, increased energy imports may 
present serious balance of payments problems, in 
particular concerning the member countries’ 
dollar reserves. 

2) The rising energy gap will mean an increas- 
ing dependence on outside supplies by Western 
Europe, particularly on the Middle East. 

3) The further development of indigenous 
sources of energy was recommended, particularly 
that of coal and nuclear power. 


III. THE ROBINSON REPORT 


In 1960 the OEEC published a new energy 
study which supersedes the Hartley report. The 
revision was the work of the OEEC Energy 
Advisory Commission under Professor Austin 
Robinson of Cambridge University. It would be 
difficult to find two other reports (besides Hartley 
and Robinson) on the same question, written 


4 For an early study see OEEC, Some Aspects 
of the European Energy Problem, OEEC, Paris, 
July 1955. 

5 See also Harold Lubell’s Review of the Report, 
Econometrica, January 1960, pp. 146-148. 

6 The Hartley Report, pp. 24-25. 
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within four years of each other, which come to 
more differing conclusions. After discussing the 
results of their forecasts, we shall examine the 
reasons for these differences in the conclusions of 
the Hartley and Robinson reports. 

Their approaches towards the forecasting were 
very similar and the Robinson Commission fol- 
lowed Hartley in its methodology. Both studies 
were based on projections of the growth of Gross 
National Product and/or industrial production 
in the OEEC area and the relationship between 
economic growth and energy input. This latter 
concept is generally referred to as the income 
elasticity of energy. As a second step in projecting 
energy demand in a forward year, a so-called 
energy balance sheet was drawn up. This balance 
sheet describes the difference between anticipated 
total demand and probable production of indig- 
enous sources. These two sets of estimates gave 
the forecasters some idea of the requirements to 
be filled by imports from outside the area. At 
this point, certain judgments had to be made 
considering the substitution of one form of energy 
for another. In this consideration, the price of 
energy and its availability was an important 
factor. In addition to this aggregate analysis, 
projections were made for the major industries 
and the domestic sector. Finally, individual coun- 
tries made forecasts of their requirements and 
these forecasts were consolidated by the OEEC 
Secretariat. A summary of the economic projec- 
tion of the OEEC Secretariat is given below: 


OEEC Secretariat’s Estimates oF CHANGES 
Re.atinec To WesTerRN Evrope’s ENERGY 
DEMAND, 1955, 1965, AND 1975’ 

(1955 = 100) 


|} 1955 | 1965 | 1975 








Gross National Product | 100 | 136 | 183 

Industrial Production | 100 | 147 | 208 

Primary Energy Demand | 100 | 130 | 17 
| | 





After arriving at the demand estimates, the 
Robinson Commission worked out projections of 
future supplies of individual energy sources. The 
Commission also estimated these supplies, sepa- 
rating the indigenous and the imported. The 
projections of the Robinson Commission for the 


7 Robinson report, Table 7, p. 26. 
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OEEC countries in 1965 and 1975 are summarized 
in the following table: 
OEEC Bavance SHEeets or Primary ENeERGy, 
1955, 1965 AND 1975% 
(Million Metric Tons of Coal Equivalent) ® 
MEAN oF EsTIMATES 





1955 1965 | 1975 














primary energy 
Potential indigenous supplies 


603 | 690 | 850 
Potential imported supplies 


| 
Estimates of total demand for | 777 | 1010 | 1325 
| 174 | 320 





475 





On the basis of its estimates, the Robinson 
Commission reached the following policy con- 
clusions, which are diametrically opposed to the 
ones reached by the Hartley Commission four 
years earlier. 

1) The Robinson report hopes that national 
energy policies will be concerned with providing 
adequate supply of energy at the least expensive 
price, and that the consumer will be given a 
freedom of choice as to the type of fuel he wishes 
to use. 

As far as the pricing of energy sources is con- 
cerned, the Robinson Commission believes that 
these prices should reflect the market conditions 
and costs of the individual types of energy. Any 
taxes which discriminate in favor of one energy 
source as against another, or taxes which dis- 
courage the use of energy in general, are deemed 
undesirable. 

2) Required security of energy availabilities 
can best be obtained by a wide diversification of 
supplies. The Robinson Commission notes that 
new discoveries of oil in the Sahara, Libya, and 
West Africa are satisfying the demands of in- 
creased security. It finds little justification for the 
protection of indigenous production. 

3) Meeting the foreign exchange requirements 
of increased energy imports within the next 
fifteen years is thought to be well within the 
capabilities of the member countries of the 
OEEC. This is due to the improved gold and 
dollar holdings of these countries, the area’s 


8 Robinson report, Table 31, p. 59. (Adjusted 
and summarized.) 

* For conversion factors of sources of energy 
into coal equivalents, see United Nations, World 
Energy Supplies, 1955-58, Series J., No. 3, New 
York, 1960, p. vii. 
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competitiveness in the world exports of manu- 
factured goods, and the net income European oil 
companies receive from their overseas operations. 

4) It is recognized that the demand for coal 
will grow slightly, if at all. Accordingly, the 
problems of the coal industry can be best met 
with rationalization of investment to increase 
productivity and the necessary relocation of the 
unemployed mining labor force into other lines 
of employment. In order to encourage coal con- 
sumption a more flexible pricing of coal is thought 
to be advisable. 

5) The Commission points out that neither in 
operating cost nor in investment outlay can nu- 
clear energy compete with conventional methods 
of power generation over the next ten years. 


IV. COMPARISON OF ROBINSON AND 
HARTLEY REPORTS 


The mean estimate of the annual growth rate 
of energy demand between 1955 and 1975 is 2.7% 
for Robinson and 2.5% for Hartley. The resulting 
totals for the two estimates are thus substantially 
identical, though Robinson’s mean forecast is 
5% higher than Hartley’s for 1975.!° There is a 
considerable difference, however, in the pattern 
of fuel demanded, between the two estimates. In 
order to facilitate comparisons, the individual 
fuels are expressed as a per cent of the total. 


SHARES OF POTENTIAL SUPPLIES OF 
Enercy, OEEC 


(In Per Cent of Total) 





Robinson | Hartley 
| Com- | Com- 
1955 | Mission | mission 








— 
| 


| | 1975 





Solid Fuels 50 
Oil 20 | 37 30 
Natural Gas 1 | 7 2 
Hydro-power 7 11 11 
Nuclear Energy — 4 7 
Other 3 — _ 

Total Energy 100 100 100 











Most important is the considerably smaller 
share attributed to coal and the larger one at- 
tributed to oil in the Robinson report as against 
the Hartley report. Also significant is the upward 


10 See Robinson report, Table 14, p. 31. 


revision of the natural gas estimates and the lower 
nuclear energy projections." These shifts are the 
result of the changed competitiveness of the prices 
of different energy sources. 

Both Robinson and Hartley were concerned 
with the share of energy that can be supplied 
indigenously and the share that has to be im- 
ported. In percent of total energy, here is the 
breakdown for the two estimates. 


SHARE OF INDIGENOUS SUPPLIES AND 
Imports, OEEC 


(In Per Cent of Total) 





| (Robinson | Hartley 
com- | Com- 
| 1955 mission mission 
| 

| 





1975 





Indigenous Supplies 78 64 68 
Imported Supplies 22 36 32 
Total Energy | 100 100 100 











Robinson forecasts higher import requirements 
in 1975 than Hartley does. Robinson expects that 
the difference will be accounted for fully by in- 
creased imports of oil and natural gas. 


Vv. ECONOMIC POLICIES CONCERNING 
ENERGY IN THE OEEC 


Hartley in 1956 was considerably alarmed by 
the growing “‘energy gap” in the OEEC area; he 
defined the gap as the difference between total 
demand and indigenous supplies. Hartley en- 
visioned that the gap would create increasing 
balance of payments and security of supplies 
problems. In the face of this dilemma, he recom- 
mended the expansion of indigenous energy in 
general, and that of coal and nuclear power in 
particular. 

Robinson, on the other hand, puts primary 
emphasis on the cost of energy and the consumer’s 
freedom of choice. Since imported energy is gen- 
erally less expensive in Western Europe than 
indigenous energy, Robinson is not at all appre- 
hensive about the increasing share of imports. He 
views the ambitious coal and nuclear power 
expansion programs as mistakes. 


11 For a discussion of nuclear energy projections 
in Euratom, see Foreign Policy Bulletin, October 
1, 1959. 
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The reasons for these entirely different set of 
conclusions are twofold: 

1) It is a difference in approach between a 
“scientist and administrator and a (temperately) 
liberal economist.’”"* This seems to be a case 
where the judgment of the economist, interested 
in efficient use of the resources, and the admin- 
istrator, more sensitive to political problems, 
clash. It is the tools of an economist, the concepts 
of price, cost, and consumer’s choice, that 
Robinson uses in analyzing the OEEC energy 
situation. 

2) More important, however, is that in the 
four years that elapsed between the writing of the 
two reports, the Western European energy 
market was transformed from one of a “gap” to 
that of large surpluses. The most noteworthy 
reasons for this transformation are the slowing 
down in the last two or three years of the high 
rate of growth of the postwar years in economic 
activity and energy consumption." On the supply 
side, coal, between 1956 and 1960, became sur- 
plus, new natural gas fields in and close to Europe 
were developed, and, most importantly, new 
sources of petroleum were also discovered, and oil 
itself became available in ample supply." 


12 The Economist, London, February 6, 1960, p. 
529. 

13 For a good account of cyclical fluctuations’ 
influence on energy demand, see G. Chandler & 
R. Priddle, ‘‘The Influence of Economic Fluctua- 
tions on the Demand for Energy,’’ World Power 
Conference, Madrid, 1960. 

4 J. E. Hartshorn, ‘‘Fuel Strategy in Frag- 
ments,’”’ The Banker, London, July-August 1959, 
pp. 418-424. 
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VI. CONCLUSION 


Both the Hartley and Robinson reports 
adopted very reasonable approaches to a very 
complicated problem. Yet, an economist’s prefer- 
ence lies with the one Robinson undertook. He 
deals with the economic issues in terms of alterna- 
tives and measures their alternatives in terms of 
prices, production costs, and investment expendi- 
tures. Ultimately, even security of supply can be 
expressed in terms of cost alternatives. 

This writer also feels that Robinson’s judgment 
is correct in minimizing the balance of payments 
effect of energy imports. The OEEC countries 
have a comparative trade advantage in manu- 
factured goods; they should be interested in in- 
expensive energy, export their manufactured 
goods, and import their energy “gap.’’ Between 
1956 and 1960, with high energy imports, the 
OEEC countries still managed to accumulate 
large gold and foreign exchange holdings and also 
make their currencies convertible. 

One may censure mildly the Robinson report 
for not giving enough weight—though discussing 
it—to the political and social aspects of their 
recommended energy economic policies. The re- 
duction of coal production creates unemploy- 
ment in the mining labor force and the relocation 
of the miners is a serious problem. On balance, 
however, this report is so reasonably developed, 
and reflects the current situation in the energy 
market so truly, that it can be hoped that it will 
have a profound influence on the energy policies 
of the countries in the OEEC. 
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COMMUNICATIONS 
F MARKET CLASSIFICATION AGAIN 


I. INTRODUCTION 


R. W. Pfouts and C. E. Ferguson, in correctly 
pointing out a defect in my discussion of market 
classification, conclude that my suggested clas- 
sificatory scheme is therefore invalid and, more 
generally, that “demand elasticities. ...are not 
sufficient to establish a market classification.” 
I should like to offer a rebuttal, based on the 
generalizing of a helpful example that they 
employ. 

The generalized example refers to a well- 
defined and symmetrical group of n firms that 
face linear demands for their differentiated 
products. Thus the demand for the ith and jth 
firms’ products are, respectively: 


4% = Gap~r + Gip2 +--+ + Ginpa +i, (1) 
qi = @a~r + Gj2p2 + «ee + AjnPn + b; ’ (2) 


where the q’s and p’s are quantities and prices, 
respectively, the a’s and 6’s are constants, and 
subscripts refer to firms. Throughout the whole 
group, in accordance with the symmetry as- 
sumption, @;; =@;; <0,a;; = aie = aj; > 0, and 
b; = 6; > 0. Furthermore, in order that q; not 
increase when all p’s in the group are increased by 
equal amounts, it is necessary that: 

ai + (n — lai; < 0. (3) 


Still following the lead of Pfouts and Ferguson, 
I also assume that, in the market situation to be 

1R. W. Pfouts and C. E. Ferguson, “Market 
Classification Systems in Theory and Policy,”’ 
Southern Economic Journal, October 1959, pp. 111- 
118, esp. pp. 114-115. My. own article was ‘‘Elastic- 
ities, Cross-Elasticities, and Market Relation- 
ships,’’ American Economic Review, December 
1952, pp. 779-803. 

2 The demand functions in the form of equation 
(1) apply only when, for every price: 


< Mi De Pi t+ Oe 


— Git 





0< pi 


The latter condition implies that g; > 0. When p; 
has a greater value, qi; = 0; and, in the other de- 
mand functions such as equation (2), the term 
a;;p; then has the value implied when p; is just 
large enough to make q; = 0. 


evaluated, p; = pp = --- =p, = landq: = q@ = 
- = q, = 1, which implies that: 


au + (n — lay +b = 1. (4) 


This is expositionally convenient because it 
implies that all of the “own’’ and “cross” elas- 
ticities are, respectively: 


0 7 ‘ 
By a.® = ai, (5) 
Opi Gi 
and 
00; F 
By wo tO we gy. (6) 
Opi Qi 


This formulation involves no further loss of 
generality, since any symmetrical market situa- 
tion with linear demands can be converted into 
this one with merely an appropriate selection of 
quantity and price units. Furthermore, my sub- 
sequent analysis can also be applied to any sym- 
metrical situation involving smoothly continuous 
demands, since such curvilinear demands have 
the same point elasticities as the linear demands 
to which they are tangent. 

Notice that E;; is the elasticity of Chamberlin’s 
dd’ (the demand for the ith product when all 
other prices are held constant). By contrast, 
Chamberlin’s DD’ (the demand for the ith 
product when every p; in the group is kept equal 
to pi) is 

a = lai + (n — Dailpi + Bi. (7) 


Hence, at the point where p; = 1 and q; = 1, this 
demand has the elasticity: 


E;;* = ai + (n — Iai; = 1 — Bj. (8) 


The discussion that follows will refer to a series 
of specific cases based on the above equations. 
For convenience, those cases are summarized in 
Table I. 


Il. THE ELASTICITY RATIO AND NUMBERS 


In my earlier article I represented the elas- 
ticity ratio —E;;/E;; to be equal to the number 
3 E. H. Chamberlin, The Theory of Monopolistic 


Competition (Cambridge: Harvard University 
Press, 1933), pp. 90-91. 
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TABLE I 
Case | n | aii = Eji aji= Eji bi | Eji* | (Eji/Eji) | (Eji*/Eji) 
A | 3 -5 i | 4 | -3 | 5 | 3 
B | 3 | —100 1 | 9 | -—8 | 100 | 98 
c | 101 | —103 1 | 4] 3 | 103 | 3 
D | 3 | -103 | oieéetl -«<$ 2.06 | .06 
E | 3 | —20,003 10,00 | 4 | -3 | 2.0003 |  .0003 
F | 101 — 100,003 1,000 4 —3 100.008 | .003 
G | 100,001 | — 100,000,003 1,000 | 4 | = | 100,000.03 | .003 
H 100,001 —100,003 | 1 4 —3 | 100,003 | 3 
I | 100,001 —1,003 | 01 4 | -3 | 100,300 | 300 





(n — 1) of firms other than the ith in the sym- 
metrical group. As Pfouts and Ferguson have 
pointed out, this is precisely true only in the 
limiting case when £;;* = 0 (and b; = 1)—as 
may be seen from equations (5), (6), and (8), and 
from the symmetry condition whereby E;; = 
E;;. For all relevant values of £i;* < 0 (with 
b; > 1), it may be similarly seen that: 








Ex b -—1 E;;* 
-—=<n-1 =n-1- , @ 
a zx. ™ 
and 
— Ei; + E;;* 
=n-— 1. 10 
BE, n (10) 


For instance, in the example presented by Pfouts 
and Ferguson (Case A), there is a marked dif- 
ference between —EF;;/E;; = 5andn —1 = 2. 
The difference is accounted for by the value of 
—E;;*/E;; = 3. 

Although — £;;/E;; is sometimes approximated 
reasonably well by n — 1 in the present type of 
symmetrical market situation, I willingly concede 
that often, as in the foregoing example, the ap- 
proximation may be relatively poor. Moreover, it 
may be made progressively worse by letting 
—ai;, b;, and —E;;* become ever larger, with 
given a;; and n. For example, in Case B, 
—E;;/E;; = 100 in contrast ton — 1 = 2. On 
the other hand, the approximation is often quite 
good, not only when E;;* — 0 (and b; — 1), but 
also when n and —a;; are increased substantially, 
with given a;; , 6; , and £;;*, or when —a;; and 
a;; are increased substantially, with given n, 0; , 
and E;;*. In Case C, for example, —F;;/Ej; = 
103 is a fairly good relative approximation of n — 
1 = 100. In Case D, similarly, —E:/E;; = 2.06 
is an equally good approximation of n — 1 = 2. 


Still closer approximations are illustrated in the 
remaining cases of Table I. 

My main point, however, is that my previous 
failure to explore the nature and validity of this 
approximation does not invalidate my market 
classification in terms of —EZ;; and —E;;/E;;. 
Quite the contrary, when —£;;/E;; and n — 1 
differ significantly (because —Z;,;*/E;; is large 
relative to —£;;/E;:), the likely presence or 
absence of a significant oligopolistic interde- 
pendence between the ith and jth firms is indi- 
cated better by the elasticity ratio than by the 
number of firms in the group. To see this, con- 
sider the two above examples in which n = 3 and 
a;; = 1. InCaseA, where —E;;/E;; = 5,thelikeli- 
hood of a significant oligopolistic relationship is 
appreciable; for, if p; is cut while each p; is held 
constant, each q; will be reduced by one-fifth the 
amount of the resulting increase in qg; . Thus the 
ith firm could not safely seek an appreciable 
expansion of its sales by cutting its price without 
having a noticeably unfavorable effect on each 
q; ; and there would therefore be a considerable 
danger that a reduction of p; would induce 
retaliatory cuts of each p; . But in the contrasting 
Case B, where —£;;/E;; = 100, the likelihood of 
a significant oligopolistic relationship is certainly 
far less, since a reduction of p; with each p; 
constant would then reduce each g; by only one- 
hundredth the resulting increase of q; .‘ Further- 


‘In this admittedly peculiar case, it may be 
wondered whether the three firms can even be con- 
sidered to comprise a meaningful group, since the 
expansion of q; from a reduction of p; comes pre- 
dominantly from reduced expenditure on the prod- 
ucts of other firms outside the group. Case B is, of 
course, only a strengthened version of the case 
that Pfouts and Ferguson used against my excess- 
ively casual identification of —E;;/E;; with n —1; 
but it is also a conceivable case and one that is 
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more, even if the three firms were to establish a 
symmetrical collusion, that situation would 
hardly differ at all from their essentially non- 
oligopolistic Bertrand equilibrium (in which each 
firm maximizes its profit on the assumption that 
the other two firms’ prices are constant). With a 
given small n, in short, the oligopolistic connec- 
tion between a given pair of firms is the weaker as 
—E;;/E;; becomes larger. 

Besides being more reliable than numbers as an 
indicator of oligopolistic interdependence even in 
a symmetrical group, the elasticity ratio can also 
be justified in that role without reference to num- 
bers and in all sorts of markets. From this stand- 





consistent with an identifiable three-firm group, 
since each E;; within the group may still be at 
least several orders of magnitude larger than the 
similar cross-elasticities between any member of 
the group and any one of the numerous other 
firms in the economy whose sales are at least 
slightly affected by a change of p; . 

In general, a group is well-defined if there is a 
distinct gap in the chain of substitutes—that is, if 
each E;; within the group (whether large or small) 
is at least markedly larger than any of the similar 
cross-elasticities between each ith product within 
the group and any product outside the group. It is 
only in this respect, incidentally, that the non- 
oligopolistic species of monopolistic competition 
can be distinguished from simple monopoly. 

5In Case B, each firm’s Bertrand demand 
(Chamberlin’s dd’) is gi = —100p; + 2p; + 99 or, 
with each p; = 1, gi = —100p; + 101. Then, if the 
group is to be in a Bertrand equilibrium with each 
pi = 1 and q; = 1, each firm’s marginal cost (MC) 
must be .99 at its equilibrium output, since Ej; = 
—100 and MR = AR((1/Ei:) + 1) = .99. Alterna- 
tively, the demand relevant for the group’s sym- 
metrically collusive equilibrium (Chamberlin’s 
DD’) is qi = —98 pi + 99. Then, if each firm’s 
AC = MC = .99, this equilibrium implies that each 
qi = .99 and p; = 98.01/98 = 1.0001. Furthermore, 
each firm’s symmetrically collusive profit is then 
x; = .9801/98 = .010001, which is only .01 per cent 
greater than its Bertrand-equilibrium profit of 
a = Ol. 

In case A, by contrast, each firm’s Bertrand de- 
mand is qi = —5p; + 2p; + 4 or, with each p; = 1, 
qi = —5p; + 6; and if the group is to be in a 
Bertrand equilibrium with each p; = 1 and q; = 1, 
each firm’s equilibrium MC must be .8. On the 
other hand, the demand relevant for a symmetri- 
cally collusive equilibrium is gj = — 3p; + 4; and, 
with each firm’s AC = MC = 38, this equilibrium 
implies that each q; = .£8 and p; = 16/15 = 1.0667. 
Each firm’s symmetrically collusive profit is then 
m; = 3.2/15 = .21333, which is 63g per cent greater 
than its Bertrand profit of x; = .2. 


point, it is probably better to invert the ratio, 
whereupon it may be interpreted as: 
- a 
Ei; aq: Qi 


(11) 


This is a ratio (positive in value when the prod- 
ucts are substitutes) of the percentage change in 
q; to the percentage change in q; , as induced by a 
change of p; .* In general, as this ratio approaches 
zero, it implies—to the extent that point elas- 
ticities approximate the relevant arc elasticities— 
that the ith firm can change its price, and thereby 
induce perhaps a substantial change in its quan- 
tity sold, without having any appreciable impact 
on the jth firm. This, of course, is the universally 
acknowledged condition for the likely absence of 
any significant oligopolistic relationship between 
the two firms, at least from the ith firm’s point 
of view.? And conversely, as the same ratio rises 
in value, it reflects an increase in the oligopolistic 
nexus, again from the ith firm’s point of view.® 


6 Bishop, op. cit., p. 78, n. 16. 

7 As Chamberlin puts it, for example (op. cit., 
p. 74), businessmen are likely to disregard the in- 
terdependence between their markets whenever 
“the effects of a change inaugurated by any one 
seller are spread over such a large number of 
competitors that they are negligible for each.”’ 

8 In symmetrical duopoly, as £;;* — 0, this ratio 
approaches unity as a limit. It may sometimes, 
however, exceed unity—as in an asymmetrical du- 
opoly when the 7th firm is the larger. Nevertheless, 
such ratios will ordinarily lie between zero and 
one, such that values between unity and .1 would 
clearly be ‘‘large,’’ while values between .01 and 
zero would just as clearly be ‘‘small.’”’ As is well 
recognized, whether in terms of the number of 
firms or this elasticity ratio, there is no unique 
borderline between oligopoly present and oligop- 
oly absent. 

Friedman, incidentally, condemns my scheme of 
market classification because ‘‘It rests basically 
on certain numbers being classified as ‘large’ or 
‘small’ yet there is no discussion at all of how to 
decide whether a particular number is ‘large’ or 
‘small,’ as of course there cannot be on a purely 
abstract level.” M. Friedman, Essays in Positive 
Economics (Chicago, Ill.: University of Chicago 
Press, 1953), p. 39, n. 34. I quite agree that ‘large’ 
and ‘‘small’’ acquire meaning only with reference 
to an empirical association between the values of 
numerical coefficients and certain aspects of be- 
havior in which we have an analytical interest. 
For example, I characterize —E£;;/E;; between .01 
and zero as “‘small,’’ because of an implied pre- 
diction that the ith firm, in determining its price, 
is then unlikely to be concerned about possible re- 
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In asymmetrical situations, it should be ap- 
preciated that —#;;/E;; and —E;;/E;; will dif- 
fer. Moreover, it is quite possible that one of 
these ratios may be relatively large while the 
other is relatively small, especially if the firms 
differ markedly in size. If so, one of the firms will 
have at least a one-sided oligopolistic relationship 
toward the other; and, by its market policy, it 
may succeed in inducing a reciprocal recognition 
of oligopolistic interdependence.* Thus a direct 
oligopolistic relationship between the two firms 
can be confidently ruled out only if both ratios 
are small. Furthermore, in a well-defined group 
of three or more firms, an oligopolistic relation- 
ship within the group can be ruled out only when 
all such ratios are small. 

I recognize that some people may be unsym- 
pathetic with a “numbers” interpretation of the 
significance of these elasticity ratios, especially 
when a group of firms is either asymmetrical or 
ill-defined.” Such readers may stop here. In my 
own view, however, that interpretation adds 
intuitive meaning to the elasticity ratios. Thus, 
in general, the reciprocal of equation (11) indi- 
cates that the ith firm’s relationship to the jth— 
specifically in the context of a change of pi—is 
much the same as if they were both members 
of a well-defined, symmetrical group of n = 
—(E£;;/E;:) + 1 firms facing a perfectly inelastic 
group demand (i.e., with £;;* = 0). I add the last 
clause with a bow of acknowledgment to Pfouts 
and Ferguson. I also submit that, far from show- 
ing my classificatory scheme to be invalid, they 
have really been instrumental in improving it. 


III, PRODUCT SUBSTITUTABILITY 


Pfouts and Ferguson unfortunately repeat the 
old misconception that the cross-elasticity E;; is 





actions of the jth firm and will, therefore, not be 
deterred on that score from setting 


Pi = MC: Ey / (Ex + 1). 


Similarly, if —2£;;/Z£ is small with reference to 
every jth firm and —£;,; is “‘large’’ (eg., 100 or 
more), that characterization reflects a prediction 
that p; and MC will be approximately equated. It 
should be appreciated that Friedman appropri- 
ately asks only for “‘broadly correct results’’ from 
such predictions (p. 37). 

* Bishop, op. cit., pp. 802-803. 

1° For example, Fellner says: ‘‘But Bishop’s sug- 
gestion that the elasticity ratio be called a ‘num- 
bers equivalent’ may not be fortunate.”’ W. 
Fellner, ‘‘Elasticities, Cross-Elasticities, and Mar- 
ket Relationships: Comment,’’ American Eco- 
nomic Review, December 1953, p. 909. 


zero in pure competition; and even more sur- 
prisingly they regard as “very dubious” the 
proposition that it approaches infinity in pure or 
homogeneous oligopoly.“ It should be granted 
that cases of strictly homogeneous products pose 
certain logical difficulties, because the quantity 
demanded of any one producer is then, rigorously 
speaking, indeterminate when all such producers 
charge the same price. We can cope with these 
difficulties, however, if we consider strictly 
homogeneous products as just the limiting case 
that is approached as differentiated products 
become more and more nearly homogeneous. 
Since it can be shown that both —£;,; and E;; do 
indeed then go to infinity, it becomes difficult 
indeed to support the view that somehow, at the 
limit, either of these coefficients falls to zero or 
some other finite magnitude. 

In oligopoly, first of all, starting with Case A 
and passing rapidly through Case D, let us sup- 
pose that the three sellers’ products become less 
and less differentiated, but without affecting the 
values of n, b; , or E;;*. Clearly, Ej; and —E;; 
may both become indefinitely large, and vastly 
larger even than in Case E. In this sense, ac- 
cordingly, both coefficients approach infinity as 
product differentiation vanishes. To be sure, 
especially large values of #;; and —E;;, as in 
Case E, do not mean that any one firm can sell 
indefinitely large quantities by shading its price. 
Rather, from a starting point where p; = po = 
ps = 1 and q: = gq = qs = 1, one seller by 
shading p; with each p; constant can move along 
the demand function of equation (1) only until 
each g; = 0, whereupon his demand in the face of 
further price cuts would become abruptly less 
elastic and the cross-elasticities EZ ;; would become 
indeterminate (E;; = 0/0, since aq;/ap; = 0 and 
q; = 0). Similarly, if p; is raised above unity, 
the demand functions of equation (2) will apply 
only until g; = 0, whereupon for further increases 


11 Op. cit., pp. 112 and 113. In their table (p. 118), 
they also indicate (in translation to my own no- 
tation) that 0 < —E;; < © in homogeneous oli- 
gopoly, in contrast to their correct identification 
of —E;; — «© in homogeneous competition. 

12 Cf. n. 2, above. In Case E, with each p; = 1, 
each q; is reduced to zero when p; = .9999 and q; = 
3.0003. If p; were then cut further toward zero, qi 
would increase toward a maximum of not quite 12. 
Although —£;; is in excess of 20,000 throughout 
the range of 1 > p; > .9999, it falls below 9 when 
pi < .9999. Similarly, as p; declines within the 
same range, Ej; actually rises without limit as g; > 
0, before becoming indeterminate when p; < .9999. 























ult 


a” aa 
_*- 


_ FF Ow oe 











COMMUNICATIONS 87 


of p:, Eix is indeterminate (Z;; = 0/0, since 
aqi/aps = 0 and g; = 0) and each Ej; = 0. 
Within the range where g; > 0 and q; > 0, how- 
ever, the conclusion is inescapable that —Ei; — 
« and E;; + « as product homogeneity is ap- 
proached. 

Pure competition is logically more complex 
because it is a limiting case that involves two 
limiting processes, as product homogenity is 
approached and the number of firms becomes 
indefinitely large. These limiting processes may 
be considered both separately and jointly. 

First, with any given number of firms, whether 
large or small, —E;; and #;; both rise without 
limit as product differentiation vanishes. For 
example, if we fix nm = 101 as in Case C and then 
let the products become more nearly homo- 
geneous, with unchanged 0}; and £;;*, it follows 
that —Z;; and £;; can both be made indefinitely 
large—with Case F merely a way station of that 
limiting process. This is sufficient to show, con- 
trary to the allegation of Pfouts and Ferguson, 
that #;; is neither zero nor necessarily small, but 
rather indefinitely large as product homogeneity 
is approached with any given n. And, ifn = 101 
and —E;;/E;; = 100.003 (as in Case F) do not 
yield a sufficiently close approach to pure com- 
petition, then let n and —E;; both be increased as 
in Case G, with given £;; = 1,000." 


18 Pfouts and Ferguson argue (op. cit., pp. 113- 
114): “The condition that the cross elasticity co- 
efficient approach infinity in the circular home- 
opoly case...implies that, because of homo- 
geneity of the products, one competitor will lose 
his entire sales if he raises his price. This is clearly 
not true if his rivals cannot supply the entire 
quantity that will be demanded. . . . Hence, while 
cross elasticity is positive, it will not approach 
infinity.’”’ This argument is defective on several 
counts. For one thing, if demand functions are 
modified by supply limitations (if any), this im- 
plies demand kinks at points where the supply 
limitations take effect. For another, Ej; is a point 
concept; but, even if it is interpreted as an arc 
cross-elasticity within the range where the supply 
limitations are not yet operative, it still ap- 
proaches infinity as product differentiation van- 
ishes. In other words, as product homogeneity is 
approached, even small finite changes of gq; and 
q; a8 induced by indefinitely small changes of p; are 
sufficient to establish that —E,; and Ej; both be- 
come indefinitely large in that vicinity. In general, 
moreover, it is inadvisable to let supply limita- 
tions intrude at all in the present context, because 
the substitutability of products in the eyes of 
customers is exclusively a demand phenomenon. 
_* Pfouts and Ferguson believe that cross-elas- 
ticities such as Ej; must be zero in pure competi- 


On the other hand, pure competition can also be 
approached without any increase in the sub- 
stitutability between pairs of products, if we let n 
become indefinitely large without any change of 
Ej, b;, or E;;*. This may be illustrated by 
starting with Case A and passing through Case C 
to Case H and beyond. Moreover, it is even pos- 
sible to retain a remarkably close approximation 
of theoretical pure competition even with a 
greatly reduced E;;, provided that n is suffi- 
ciently large to keep —£;; large enough so that 
the demand facing the individual firm will still be 
approximately horizontal. This is illustrated by 
Case I, which represents a weakening of product 
homogeneity as compared with Case H. It is in 
the light of such cases as H and I that I choose to 
identify the approach to product homogeneity in 
terms of a high value of —#;; rather than in 
terms of a high value of £;; .1° 

On the other hand, the definitive conception of 
theoretical pure competition involves both an 
increase in the number of firms without limit and 
an indefinitely close approach to product homo- 
geneity. Hence an even-handed way of formulat- 
ing these joint limiting processes would be, for 
example, to start with Case A and first increase 
the number of firms with given E;; (to Case C), 
then increase product homogeneity with given 





tion, or must at least be thought to be zero by the 
pure competitors themselves (op. cit., p. 112), in 
order that inter-firm reactions of an oligopolistic 
kind may be ruled out. I invite them to consider 
whether Case G is likely to be significantly oligop- 
olistic. 

Although they correctly cite Chamberlin, 
among others, as having held their view on this 
point, they fail to notice his acknowledgment that 
he was mistaken. E. H. Chamberlin, ‘Elasticities, 
Cross-Elasticities, and Market Relationships: 
Comment,” American Economic Review, December 
1953, p. 911. 

Finally, in pure monopoly, which is one case 
where the E;; coefficients are indeed necessarily 
very small if not zero, they are asserted to be “‘not 
defined”’ (op. cit., pp. 116 and 118). The reason the 
authors give, namely that there is then ‘‘a com- 
plete absence of interaction between firms,’’ actu- 
ally implies zero cross-elasticities. Cf. their own 
answer to A. Heertje when he asserted that the 
coefficient of conjectural variation between com- 
petitors is non-existent, rather than zero. R. W. 
Pfouts and C. E. Ferguson, ‘‘Conjectural Be- 
havior and the Classification of Oligopoly Situa- 
tions,” Southern Economic Journal, October 1960, 
p. 140. 

18 Cf. my ‘Elasticities, Cross-Elasticities, and 
Market Relationships: Reply,’’ American Eco- 
nomic Review, June 1955, pp. 382-386. 
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n (to Case F), then increase numbers again (to 
Case G), and so on. At each step in this process, it 
may be noticed that —Z;; increases, while n (and 
with it, —2Z;;/E,;) and E;; increase alternately. 
In the limit of this joint process, of course, all of 
these coefficients go to infinity. 


IV. OTHER ELEMENTS 


Space is not available for a detailed critique 
of the two additional classificatory coefficients 
proposed by Pfouts and Ferguson; but I should 
like to indicate briefly what seem to me to be the 
more serious defects of their proposals. 

They adopt Papandreou’s coefficient K;,, 
which he represented as an index of a firm’s 
capacity ‘‘to match with supply units the demand 
units which stand ready to shift to it following its 
price change.’’!* K; is some incompletely specified 
function of Z;; and 0; , the elasticity of the ith 
firm’s output with respect to its total-cost out- 
lay. Thus, if the firm’s total-cost function is 
C; = C.(qi), that elasticity is: 


dq C 


:= ; 12 
. dc; vi ( ) 


Waiving the fact that K; is a non-operational 
concept because no one is prepared to say just 
how it depends on 6; and E;; (save that aK ;/a0; > 
0, aK; /aE;; <0,and0 < K; < 1)," I undertake 
to show that neither K; (which Pfouts and 
Ferguson use by itself) nor K; times £;; (which 
Papandreou employed asa “coefficient of penetra- 
tion’’) can add anything whatever to E;; and E;; 
as tools for market classification. This is a matter 
of showing that 0; adds nothing, since it is the 
only additional ingredient.” 

If the firm’s average and marginal costs are 
designated as AC and MC, respectively, it may 
be noticed from equation (12) that 0; = AC/MC. 
Since the comparative magnitudes of AC and MC 
depend on the slope of AC, it follows that 0; is 
greater than, equal to, or less than unity ac- 
cording as the slope of AC is negative, zero, or 
positive. 

146A. G. Papandreou, ‘‘Market Structure and 
Monoply Power,’’ American Economic Review, 
December 1949, pp. 890-891. 

17 Although Pfouts and Ferguson say (op. cit., 
p. 113) that the “exact form’’ of this function is 
*“‘not known,”’ this does not keep them from as- 
serting later (p. 118) that K; is ‘‘operationally 


meaningful.’’ 
18 Cf. Bishop, op. cit., pp. 789-790, n. 17. 


It can be said, of course, that a purely competi- 
tive firm will be making a loss if it is in (short-run) 
equilibrium on the declining portion of AC, and a 
profit on the increasing portion, whereas a firm 
in any other type of market may be making a 
profit even where AC is declining; but otherwise 
there is no distinctive correlation between a 
firm’s market situation and the relationship of 
AC to MC. Thus, if all we know about a firm is 
the magnitude of 6; = AC/MC, this tells us 
precisely nothing about the competitive or monop- 
olistic nature of the market. For any given 
magnitudes of £;; and £;; , moreover, no definite 
limits can be put on 6; short of zero and infinity. 
Clearly, such a coefficient is inherently of zero 
utility in market classification. 

Pfouts and Ferguson also make use of a co- 
efficient of conjectural variation: 
a 1B 

Opi Dy 


As they say, this reflects ‘‘the relative change in 
the price of the j-th entrepreneur that entre- 
preneur 7 believes he will induce by changing his 
(the i-th) price.”?® They propose using this co- 
efficient not only to distinguish oligopoly from 
nonoligopoly, but also to distinguish homoge- 
neous from heterogeneous oligopoly. 

For the former purpose, their suggestion has a 
certain plausibility, because a value of »;; 
significantly different from zero is indeed a suf- 
ficient condition for the presence of an oligop- 
olistic relationship. On the other hand, it is not a 
necessary condition, since there are some special 
cases in which v;; may be zero even between 
oligopolists. For example, in certain warfare 
situations, in which each oligopolist may be 
seeking either to drive one or more of his rivals 
out of business or to persuade a sufficient number 
of them to raise their prices and reduce their 
market shares substantially, each warring seller 
may peg his price at a low level where it may be 
wholly insensitive to small price changes on the 
part of any rival. Similarly, in a Stackelberg 
duopoly equilibrium in which the ith duopolist 
adjusts his price 4 la Bertrand and his rival then 
maximizes his profit on that basis, correct mutual 
expectations again imply that »;; = 0, even 
though v;; > 0.2° Finally, a Bertrand equilibrium 


(13) 


Vii 


19 Op. cit., p. 116 (their italics). 

20 Cf. W. Fellner, Competition Among the Few 
(New York: Alfred A. Knopf, 1949), pp. 75-76 and 
92-93. 
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implies that each »;; = 0, even though this re- 
flects incorrect views as to actual reactions. Al- 
though it may be conceded that Bertrand be- 
havior is nonoligopolistic, it would be rash to 
classify markets with few sellers as nonoligop- 
olistic situations simply because the rivals are 
acting at least temporarily in a naive manner. 
Oddly enough, Pfouts and Ferguson consider 
homogeneous and heterogeneous oligopoly to be 
clearly distinguishable only in terms of v,; 2" They 
say of this coefficient, however, that it is ‘“ap- 
proximately unity” in homogeneous oligopoly 
and merely “‘not equal to zero” in heterogeneous 
oligopoly.” Since these specifications do not rule 
out the possibility that »;; may equal unity even 
when the oligopolists’ products are differentiated, 
it is clear that this coefficient does not have the 
power attributed to it. Under symmetrical de- 
mand and cost conditions, for example, suppose 
that each oligopolist is willing to accept the sym- 
metrically collusive equilibrium that yields him a 
maximized profit with respect to Chamberlin’s 
DD’ Then, if each oligopolist correctly expects 
that the others would match any price reduction 
below the collusive level, this implies that each 
vj; = 1, at least for price changes in that direc- 
tion. Since this implication is independent of 
the degree of differentiation of the oligopolists’ 
products, it follows that v;; cannot reliably 
distinguish homogeneous from heterogeneous 


oligopoly.?® 


21 Op. cit., p. 118. 

2 Op. cit., p. 117. 

23 Chamberlin, op. cit., p. 100, including the 
reference back to the comparable equilibrium with 
homogeneous products. 

24 On the other hand, since rivals would have no 
plausible motive to follow any one firm’s increase 
of price above the collusive level, a correct ap- 
preciation of this would imply that each »;; = 0 
in that direction. This would imply a kinked de- 
mand, despite the rather cryptic dismissal of that 
possibility by Pfouts and Ferguson (op. cit., p. 117, 
n. 16). 

25 T shall merely mention, without elaborating, 
other objections of a more general kind to the use 
of conjectural-variation coefficients in market 
classification: (1) as Pfouts and Ferguson concede 
(op. cit., p. 116), those coefficients are regrettably 
subjective rather than objective; (2) they are 
“behavioral’’ rather than ‘‘structural,’’ and hence, 
instead of being rooted in the data for the market 
problem, they are subject to the uncertainties of 
that problem’s solution; (3) the »;; coefficients may 
be of questionable relevance, as compared for 
example with similar coefficients in terms of out- 


Vv. CONCLUSION 


The foregoing discussion may be briefly sum- 
marized. It was largely based on a number of 
cases involving a symmetrical group of n firms 
facing linear demands for their differentiated 
products, as set forth in Part I. 

It was acknowledged in Part III that the 
elasticity ratio —EZ;;/E;; = n — 1 only when the 
elasticity of group demand £;;* = 0, as Pfouts 
and Ferguson pointed out; and the nature of the 
approximation whereby —E;;/E;; ~ n — 1 in 
certain other cases was also explored. More im- 
portantly, it was further shown that the ratios 
—E;;/E;; and —E;;/E;; are consistently better 
than n as indicators of a likely oligopolistic con- 
nection between firms i and 7. 

In Part III it was shown that Pfouts and Fer- 
guson were wrong in denying that, for any given 
n, the cross-elasticity E;; — © as product homo- 
geneity is approached. On the other hand, since 
pure competition can also be closely approached 
even with relatively small values of Ej; , it was 
pointed out that —;; is better than £;; as a 
quantitative indicator of the degree of product 
homogeneity. 

In Part IV it was shown that neither the co- 
efficient of penetration proposed by Papandreou 
nor the component of that coefficient adopted by 
Pfouts and Ferguson is capable of adding any- 
thing to the elasticities F;; and £;; for the pur- 
pose of market classification. It was also pointed 
out that coefficients of conjectural variation can- 
not reliably distinguish homogeneous from 
heterogeneous oligopoly, and are sometimes un- 
reliable even in distinguishing oligopoly from 
other market types. 

To end on a positive note, I submit that the 
foregoing discussion has amply demonstrated (a) 
that —£;; is the most reliable indicator of product 
homogeneity or heterogeneity in the specific 
sense of the degree of substitutability between the 
ith product and the collection of all other avail- 
able products, and (b) that —£;;/E;; and 
—E;;/E;; (or their reciprocals) are the best in- 
dicators of the likely presence or absence of an 
oligopolistic relationship between the suppliers 





puts, especially when products are strictly homo- 
geneous; and (4) they may not be unique, even for 
price changes in a given direction, especially in the 
light of the fundamental uncertainties or inde- 
terminacy of the oligopoly problem. 
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of the ith and jth products. These coefficients are 
reliable not only in the symmetrical cases that 
have been discussed, but also when the relation- 
ships between firms are asymmetrical; and they 


are likewise reliable whether or not firms are 

subject to any uniquely meaningful grouping. 
Rosert L. Bisxop 

Massachusetts Institute of Technology 


JS THEORY, OPERATIONALISM, AND POLICY: A FURTHER 
NOTE ON MARKET CLASSIFICATION 


I, INTRODUCTION 


The admirable comment by Professor Bishop? 
serves to focus attention upon some weaknesses 
in our earlier paper.’ In the first place, we ap- 
parently failed to specify with sufficient clarity 
the “theoretical milieu” of our theoretical classifi- 
cation. Secondly, and equally apparently, we 
failed to explain sufficiently the “operational” 
nature of our policy classification. And finally, 
our precise meaning of “subjective demand” was 
not made clear. 

It is to these shortcomings that the present 
note is, to a great extent, addressed. We will, in 
passing, comment upon certain of Professor 
Bishop’s remarks. These comments rely, in 
large part, upon our interpretation of the es- 
sential features of the theory of the firm. That 
some economists do not regard these charac- 
teristics as “essential” is evidenced by Bishop’s 
article, as well as by that of Heertje.‘ Perhaps all 
this means is that people are still free to speculate 
about so venerable a subject as the “theory of the 
firm.” Before turning to these fundamental areas 
of disagreement, however, we will offer some brief 
comments on Bishop’s improved classification 
system. 


1 By mutual consent, this note terminates the 
exchange between Professor Bishop and us. Our 
discussions have continued, however, in private 
correspondence. Utilizing his letters, we will in- 
dicate in footnotes those assertions of ours to 
which Professor Bishop takes particular exception. 

2 Robert L. Bishop, ‘“‘Market Classification 
Again,” Southern Economic Journal, July 1961, pp. 
83-90. 

* Ralph W. Pfouts and C. E. Ferguson, ‘‘Mar- 
ket Classification Systems in Theory and Policy,”’ 
Southern Economic Journal, October 1959, pp. 111- 
118. 

‘A. Heertje, ‘“Market Classification Systems in 
Theory,’’ Southern Economic Journal, October 
1960, pp. 138-39. See also Ralph W. Pfouts and 
C. E. Ferguson, ‘“‘Conjectural Behavior and the 
Classification of Oligopoly Situations,’’ Southern 
Economic Journal October 1960, pp. 139-41. 


Il. THE ASSUMPTIONS OF BISHOP’S 
IMPROVED SYSTEM® 


A rather careful study of Bishop’s improved 
system has led us to conclude that we have no 
objections to his logic nor to his calculations. On 
the other hand, we do want to draw attention to 
the assumptions which underlie his examples and 
to take exception to his interpretation of the 
“new” system of classification. 

Professor Bishop stated his assumptions very 
clearly. Our motive in restating them is to focus 
attention upon their economic meaning. The as- 
sumptions which we wish to consider are as 
follows: 

1. All demand equations are linear. By using 
this assumption Bishop loses any claim to having 
demonstrated his propositions for other types of 
demand equations. Furthermore, he is not en- 
tirely correct in asserting that generality is re- 
tained because at a point on a non-linear func- 
tion, the tangent is linear. He has specified a fixed 
linear system; the slopes within this system can 
equal those of a nonlinear system at a finite num- 
ber of points at most. Under the usual assump- 
tions of economic theory, the number of points of 
equality would be small. 

Actually, of course—as Bishop has said in 


5 We should like to point out that Professor 
Bishop does not regard his ‘Market Classifica- 
tion Again’’ as embodying a system of classifica- 
tion which is, in any fundamental respect, differ- 
ent from the system which he originally proposed 
in his paper “‘Elasticities, Cross-Elasticities, and 
Market Relationships,’’ American Economic Re- 
view, XLII (1952), pp. 779-803. Similarly, although 
he acknowledges that linearity and symmetry 
assumptions were indeed embodied in his ex- 
amples, he regards those examples as merely 
illustrative but, as such, sufficient to refute our 
aspersions on his classification scheme. He says it 
was not his intention to apply his classification 
system only to such special cases, as his three 
paragraphs about “all sorts of markets” and 
‘“‘asymmetrical situations’’ at the end of Section 
II were meant to convey. 
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response to these observations—market classifi- 
cations which are related to point elasticities must 
refer to some given situation, i.e., to some one 
point in the 2-n dimensional space defined by pi , 
Po, ***» Puy QW, G2, ***s Qn- And by the very 
definition of the term “elasticity,’’ the elas- 
ticities at any such given point are independent of 
all derivatives of order higher than one. Hence 
Bishop’s classificatory variables— -—EZ;; and 
—E;;/E;;—are, at some one point on a smoothly 
curvilinear demand function, precisely equal to 
the elasticities of the linear demand function 
which is tangent to it at the point in question. 
But if one or more prices change, equilibrium 
is attained at a different point in the 2-n di- 
mensional space. The elasticities will conse- 
quently change, whether the functions be linear or 
curvilinear. And if the fundamental system is 
curvilinear, the tangent linear function must 
change in order to correspond at the new point. 

Bishop believes that “this does not matter as 
long as it is appreciated that market classification 
applies to only one point at a time.’ This is cer- 
tainly true, although it definitely makes a dif- 
ference according as the classification refers to the 
initial point or to the ultimate point. In any 
event, it should be pointed out in all fairness that 
there is a long and still strong precedent for the 
assumption of linear demand. We accordingly 
raise no strenuous objection to this assumption. 

2. The prices of all firms are equal at all times, 
i.€., Pi = Po = +++ = pn. This seems to be a 
necessary precondition for Bishop’s mathematical 
derivations. For example, without this stipula- 
tion, the elasticity coefficients appearing in his 
equations 4, 5, and 6 are valid only at the original 
equilibrium position. It should be noted that this 
is not a result obtained from his system; instead, 
continued price equality is an assumption upon 
which his system depends. Consequently, price 
differentials among firms in Bishop’s new system 
are impossible. 

3. The quantity sold by any one firm is exactly 
the same as the quantity sold by any other firm, 
L.€., 9: = G2 = +++ = Qn. This again seems to be 
an assumption upon which Bishop’s system rests; 
it is an essential ingredient of the system. The 
economic meaning of this is that it is impossible for 
any firm in Bishop’s improved system to increase 
its market share. 

4. All firms have exactly the same demand 
equations, i.e., 6b; = b; and aij = Qik = Qji. 


Thus in Bishop’s system all firms have the same 
demand elasticities and the same coefficients of 
conjectural variation and, moreover, both groups of 
coefficients are constants. Thus in an extremely 
important sense, the relationship between the 
firms are frozen. In our original critique of Bish- 
op’s “number-equivalent” concept, we used & 
set of linear demand equations possessing the 
properties just described. This was not because we 
felt that such a system was particularly descrip- 
tive of economic reality; rather, it was to show 
the fallacy by means of the simplest possible 
example. A single contrary example is sufficient to. 
prove a point false; this is precisely what we were 
doing. Bishop, on the other hand, is proposing a 
system which presumably possesses some gen- 
erality. Hence examples are only illustrative of 
his case; they are not proof. 

In appraising these, or any other assumptions, 
the important question concerns the extent to 
which the assumptions approximate reality. The 
answer to such a question depends largely upon 
individual judgment, for each of us probably 
interprets “economic reality’ somewhat dif- 
ferently. We, however, regard Bishop’s assump- 
tions as unrealistic. Nevertheless, it is clearly up 
to the reader to form his own opinion as to the 
realism of these assumptions. We do believe that 
any interpretation of Bishop’s new system must 
be made in light of the assumptions and their 
economic implications for the system. 


Ill. THE THEORY OF MARKET CLASSIFICATION 


According to Cournot’s theory of the behavior 
of firms, an “industry” was slowly but con- 
tinuously transformed from pure monopoly to 
perfect competition by the successive addition of 
firms. Our point of departure has been exactly 
the opposite. In our opinion, within the frame- 
work of profit-maximizing models,® there is a 
clear-cut distinction along the way. Perfect 
competition and pure monopoly are alike in that 
the firms in either regime are oblivious to actual 
or potential direct competition. On the other 
hand, it seems to us that the chief distinguishing 
characteristic of oligopoly is that firms must 
anticipate, and take recognition of, their in- 
fluence over direct rivals. 


6 The following statement does not necessarily 
hold for other theories, such as Baumol’s sales- 
maximization model and Simon’s “satisficing’’ 
model. 
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This fundamental thesis, the recognizable inter- 
dependence of oligopolists, formed the basis of 
our approach to the theory of market classifica- 
tion. In this respect, we actually differ but little 
from Bishop in two cases, namely homogeneous 
and heterogeneous competition. Although he 
objects in several instances to our use of the co- 
efficient of conjectural variation, he in fact uses an 
analogous coefficient in his scheme of market 
classification, at least as it refers to homogeneous 
and heterogeneous competition. In particular, it 
is clear from his distinction between £;; and E;;* 
that the former refers to Chamberlin’s dd’ curve 
and the latter to the DD’ curve. 

Now it happens that in cases of homogeneous, 
and even more relevantly heterogeneous, com- 
petition, Chamberlin’s dd’ curve is the entre- 
preneurial subjective demand curve. The dd’ 
curve is defined in terms of the quantity varia- 
tions expected by the i-th entrepreneur as a result 
of changes in his price all other prices remaining 
constant. The i-th entrepreneur, believing him- 
self to be a “large-group’”’ competitor, thinks that 
his actions will go unnoticed by his rivals. Con- 
sequently, he does not think that a change in p; 
will induce a change in p; . 

But notice that this is a special interpretation. 
The dd’ curve is the subjective demand curve only 
because by Chamberlin’s assumptions, entrepre- 
neurs in the large-group case believe that their 
actions will not affect their rivals’ behavior. 
Within this special context, Bishop’s elasticity 
ratio (his equation 11) is a coefficient of con- 
jectural variation with respect to quantity as the 
relevant parameter of action.? And one should 
also notice that in these two cases of correspond- 
ence, Bishop’s elasticity ratio has the same value 
which we assigned the coefficient of conjectural 
variation, namely zero. The real difference here 


7 That is, to take the partial derivative of q; 
with respect to q; in reference to a subjective 
demand function (Chamberlin’s dd’ curve in this 
special instance) implies that the entrepreneur in 
question believes that q; is functionally related to 
his (the ith) quantity. As Frisch originally 
pointed out, the coefficient of conjectural varia- 
tion may be taken either from an expected reaction 
function or from a subjective demand function. 
Cf. Ragnar Frisch, ‘“Monopole—Polypole—La 


Notion de Force dans l’economie,’’ in ‘Fest- 
schrift til Harald Westergaard,’’ Supplement to 
Nationalgkonomisk Tidskrift, April 1933. Trans- 
lated in International Economic Papers, No. 1, 
1951, pp. 23-36. 


lies in our taking price, rather than quantity, as 
the apposite parameter of action. Since this is g 
minor point, and since we have attempted to 
justify it in our original article, the arguments 
are not repeated here. 

With these two cases, our agreement ends.® In 
oligopoly situations, the coefficient of conjectural 
variation and Bishop’s elasticity ratio are not the 
same. The latter is always taken with respect to 
Chamberlin’s dd’ curve. Thus in all cases, the 
elasticity coefficients refer to a quasi-subjective 
demand curve, i.e., a curve which measures the 
expected change in quantity demanded as a 
result of a change in price if all other prices are 
unchanged. The elasticity ratio, then, is a meas- 
ure of the expected unilateral effect of one entre- 
preneur on the market as a whole. Our coefficient 
of conjectural variation, on the other hand, 
measures the total market effect of a competitive 
maneuver initiated by the i-th entrepreneur, but 
it allows for the expected competitive counter- 
maneuvers of his rivals. 

The principal difference between Bishop’s 
classificatory system and ours lies not in his use of 
the elasticity ratio. Our system could be expressed 
in exactly the same terms, so far as the theoretical 
classification is concerned. It would be more 
cumbersome to do so, but our results would be 
unchanged. The issue of difference lies rather in 
the measure of elasticity. This can be exhibited 
once-for-all in a clear manner, and the reader may 
decide which interpretation he deems more rel- 
evant as an indicator of oligopolistic markets. 

Bishop’s elasticity measures may be written as 
follows: 


By = | and Ej: = aa. P| . @ 
Opi Gi _|apj—0 OPi Qj _japj—0 

The corresponding terms in our system may then 

be expressed as 


= 2% Pi 
Opi Qi 


4% 6 


and Nii ap: 4 . 
+ Qj 


Ni 


8’ But we are in an area of ‘‘agreed disagree- 
ment”’ as regards the present paragraph. That is, 
in private correspondence, Professor Bishop has 
agreed that if the coefficient of conjectural varia- 
tion refers to Chamberlin’s dd’ curve and the 
large-group case, then the elasticity ratio and the 
coefficient of conjectural variation are the same, 
namely zero. But on the other hand, as we state 
in th- text, the two coefficients are not the same 
otherwise. 
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Recognizing that the expected price of the j-th 
entrepreneur is allowed to vary, we may rewrite 


(2) as 


ni = Ei; + Ey 505% and a = Ej + Ej vj: , (3) 


where v;; is the coefficient of conjectural varia- 
tion. Thus if both classification systems are 
expressed in the “same” classificatory variables, 
Bishop’s system rests on equation (1) and ours 
upon equation (3). A comparison of the two 
equations throws considerable light upon the two 
systems of classification. Bishop’s system is a 
“special case” derivable from our system if the 
coefficient of conjectural variation is zero. As we 
said in our original paper, this coefficient is zero 
in homogeneous and heterogeneous competition. 
Thus the two theoretical systems are the same. In 
oligopolistic markets, we have argued, the co- 
efficient of conjectural variation is not zero. The 
two systems then differ, and we “agree to dis- 
agree” upon which should be used. The reader 
can decide this for himself by answering the 
following question: in attempting a market 
classification, should one allow for “mutual 
dependence”’ or “circularity” if it is present? 

There are other areas of ‘‘agreed disagreement” 
between us, and it would seem to further both of 
our interests by pointing these out. These other 
agreed differences in our theoretical market 
classifications chiefly pertain to the magnitudes of 
certain elasticity coefficients. Bishop, quite 
logically from his viewpoint, objects to our state- 
ment that 7;; = 0 in perfect competition and that 
0 <j: < @ in cases of homogeneous oligopoly. 
The first of these, that »;; = 0 in perfect competi- 
tion, follows quite naturally from our belief that 
there is not a smooth continuum extending from 
pure monopoly to perfect competition. In our 
opinion, however many times one iterates ex- 
amples such as those contained in Bishop’s Table 
I, he never reaches perfect competition. It is sim- 
ply not attainable by letting n, the number of 
entrepreneurs in the group, increase without 
bound. 

There is a definite gap; and this gap is created 
by the fact that an entrepreneur either believes 
that his actions affect his rivals or that they do 
not. So long as an expected demand equation 
contains a variable pertaining to another firm, 
the entrepreneur in question must expect some 
interdependence. He cannot, therefore, believe— 
and, accordingly, act as if—he is a perfect com- 


petitor. If the i-th entrepreneur’s subjective de- 
mand function contains a term such as p; , he is 
more than naive to ignore it, he would be def- 
initely inconsistent. A producer is a_ perfect 
competitor in action if, and only if, his subjective 
demand function takes the form 


(0, if pi > D; 


any desired amount up to 


a =< capacity of the firm, if p; = p; (4) 


any desired amount up to 
capacity of the firm, if pi < p, 


where p is the market equilibrium price.* 

Let us attempt to put the matter regarding the 
nature of cross elasticity in perfect competition 
in another, and perhaps simpler, way. Suppose 
that an entrepreneur in a perfectly competitive 
market considers lowering his price below the 
equilibrium level. If he does so, he will then—at 
least as a limit—attract all of the buyers in the 
market; but he can supply only a negligible por- 
tion of this increased demand. Consequently, he 
subjectively knows that his effect on the quanti- 
ties sold by other suppliers would be zero, or at 
least would approach zero. Hence when sub- 
jective demand is considered, it is clearly quite 
reasonable for the seller to view his actions as 
unrelated to those of his competitors. Indeed this 
is a small matter, because even before the price 
change he could sell any quantity which he was 
capable of putting on the market. 

The other difference lies in our qualified state- 
ment that 0 <i; < © in cases of homogeneous 
oligopoly. While we suggested that spatial dif- 
ferences might account for this, it is on more 
fundamental grounds that Bishop objects. He 
cites our statement that 7;; cannot increase with- 
out bound if rivals are physically unable to supply 
the entire market. He addresses several remarks 
to this statement, concluding with the important 
and valid observation that “... it is inadvisable 
to let supply limitations intrude at all in the 
present context, because the substitutability of 
products in the eyes of consumers is exclusively a 
demand phenomenon.’ Indeed it is; but this is 
irrelevant to the issue at hand, at least given our 


® Equation (4) yields the ‘“‘necessary’”’ condition 
that ni: — ©. If one cares to consider it, he may 
also find the elasticity coefficient (dqi/dp)p/qi, 
which may increase without bound for 

10 Bishop, “Market Classification Again,’’ loc. 
cit., footnote 13, p. 87. 
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interpretation of oligopoly. If :; referred to a 
market demand function, one would certainly not 
wish to allow supply limitations to enter the 
picture. However, n:; refers to the entrepreneur’s 
subjective demand function. What we meant by 
our statement is that if the entrepreneur in 
question thinks that his rivals cannot supply 
the entire market, he cannot consistently believe 
that »:;; — ©. The reasoning used here is ob- 
viously similar to that used in considering cross 
elasticity in perfect competition in the preceding 
paragraph. 

On this note it is convenient to summarize 
our “agreed differences” as regards market 
classification in theory. First, we find that the 
coefficient of conjectural variation, although not 
operationally meaningful, is a helpful theoretical 
construct. Although Bishop objects to its use, his 
system in fact involves a quantity coefficient of 
conjectural variation in the cases of homogeneous 
and heterogeneous competition. Otherwise, how- 
ever, there is a clear-cut difference which de- 
pends upon the role of entrepreneurial expecta- 
tions in the classificatory scheme. Secondly, there 
seems to be an irreconcilable difference inasmuch 
as we do not believe that competition can be 
reached as a limiting process. In our view, there 
is an essential difference involving expectations 
of competitive reaction. Finally, and this is not a 
point of major importance, we -3nnot agree that 
the assumption of a perfectly inelastic group 
demand curve offers a firm foundation for a 
market classification. 


IV. MARKET CLASSIFICATION AND PUBLIC 
POLICY 


As we pointed out in our original paper, a 
theoretical market classification can be obtained 
by using three subjective coefficients, namely, 
direct elasticity, cross elasticity, and conjectural 
variation. Or alternatively, one may use direct 
elasticity and the elasticity ratio, providing the 
definitions of equation (3) are employed. Since 
all three of these coefficients are subjective, how- 
ever, they are certainly not susceptible of meas- 
urement. They constitute a market classification 
which is theoretically complete but operationally 
impossible. 

Now if a market classification is to be made 
for purposes of public policy, it must be one 
which is at least susceptible of direct measure- 
ment. It is for this reason that we introduced the 
k; factor in our classification. By means of k; 


alone, one may distinguish between competition, 
on the one hand, and monopoly-oligopoly on the 
other. This should presumably be adequate for 
policy uses. 

Professor Bishop objects to the use of k; ; and 
it has become apparent in further correspondence 
that there is a fundamental difference of opinion 
which is not likely to be cleared up. He contends, 
in the first place, that until k; is given specific 
definition, it is not measurable. But furthermore, 
he also contends that 6;, the average cost- 
marginal cost ratio, is also not helpful in classifi- 
cation. Rather than discuss these particular 
objections, we should prefer to conclude this note 
by offering a rough classificatory scheme for 
policy usage—with the express proviso that it is 
designed only to discriminate between two broad 
groups, competition and monopoly-oligopoly. 

To begin, let us recall Papandreou’s original 
formulation, as adapted to our paper. Let Nj; be 
the direct price elasticity of the j-th entrepre- 
neur’s objective, market demand curve. Note that 
N ;; is comparable neither to Bishop’s E;; , which 
is the elasticity measured along the quasi- 
subjective curve dd’, nor to his E;;*, the elastic- 
ity measured along Chamberlin’s “proportional- 
part-of-group-demand” curve DD’. Instead Nj; 
is the elasticity coefficient measured along a 
(say) statistically determined, market demand 
function relating to the product of the j-th 
entrepreneur. Such a curve would certainly not 
be equivalent to Chamberlin’s DD’ curve. 

Let 6; represent the elasticity of the firm’s 
output-outlay function. Thus at any point, 
6; is the ratio of average cost to marginal cost. 
Using this notation, 


ky = o(—Nj;, 4), (5) 


where ¢ is a function such that 


Os k& <1, (6) 
and 
a a 
>a se (7) 
aN; a, 


This is essentially the form which we earlier used 
and which Bishop criticizes." Note that k; is 


1 This was not entirely clear in our earlier 
article, however, because we failed to introduce a 
symbol, such as N;; , to distinguish between elas- 
ticity with respect to subjective demand and with 
respect to market demand. 
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directly measurable since its two components, 
N,,; and 6; , are themselves directly measurable. 

The specific form of the ¢-function, however, 
was not specified either by Papandreou or by us. 
Actually this is immaterial because a wide variety 
of functions satisfying inequalities (6) and (7) 
will do. Recalling that 0 < 0; and 1 < —Nj;; in 
a profit-maximizing equilibrium, the following 
function will serve our purpose: 





k= i Nis (8) 

\1 if 0; > —Nj;. 
Using equation (8) it is not unreasonable to say 
that competition exists if k~ 0 and 6; = 1. 
Similarly, if k; > 0 and 6; > 1, there are definite 
grounds for believing that monopoly or oligopoly 
elements are present. Finally, if —Nj;; is very 


large and 6; is nevertheless significantly greater 
than 1, it might happen that k; - 0 and 6; > 1. 
Such a case still looks suspiciously like monopoly- 
oligopoly to us—at least suspicious enough to 
warrant careful investigation by the regulatory 
body concerned. 

The k; — 6; classificatory scheme is a rule-of- 
thumb affair; and most rules-of-thumb are 
subject to some objection. We believe, however, 
that the most trenchant criticism involves neither 
the measurability of k; nor the usefulness of 
6;. Instead, it is the fact that k; +0 and6; > 1 
may simply indicate a perfect competitor who 
has attained a position of short-run, but not 
long-run, equilibrium. 

C. E. Ferauson 
Duke University 
Rauew W. Provuts 
University of North Carolina 
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Fiscal Theory and Political Economy. By James M. 
Buchanan. Chapel Hill, N. C.: University of 
North Carolina Press, 1960. Pp. 197. $5.00. 

This book consists of eight essays, six of which 
have been published previously in various journals. 
The purpose of the collection as a whole is to con- 
tribute to the constructive criticism of the tradi- 
tional works in public finance, which the author 
thinks is necessary for the discovery and explora- 
tion of the foundations of modern fiscal theory 
that important sub-discipline on the borderline be- 
tween economics and politics. 

This review will consider first the five essays 
which probably will be of most interest to econo- 
mists in general. The remaining three essays are 
somewhat more specialized or technical than the 
others. 

In “The Pure Theory of Government Finance,” 
Professor Buchanan distinguishes between two 
theories upon which a framework of government 
finance may be erected, what he calls the “‘organis- 
mic’”’ and the “‘individualistic’’ theories. The state, 
in the former, is considered as a single decision- 
making unit for society as a whole with ends indi- 
cated by some such term as “general welfare’’ or 
“social utility.’’ The individualistic theory, which 
the author considers to be the only appropriate one 
for democratically organized societies, has a com- 
pletely different focus—the state has no other ends 
than those of its individual members, and public 
services will be extended only as long as the mar- 
ginal aggregate benefits are thought to be greater 
than the marginal costs. An important critical con- 
tribution of this essay is the analysis of the ap- 
parent reasons for the traditional understatement 
or neglect of the importance of the benefits of 
governmental activities. The benefit side of fiscal 
accounts must be restored, in spite of the technical 
imputative and ethical difficulties involved; for it 
is only by a comparison of the residual balances of 
burdens and benefits of individuals that the total 
effects of fiscal systems can be analyzed and eval- 
uated. 

In the third essay, ‘‘Social Choice, Democracy, 
and Free Markets,’’ Professor Buchanan estab- 
lishes the basis for clearing away some of the con- 
fusion in the subject areas by showing the necessity 
for making two distinctions. The first is that be- 
tween the problem of deriving a social welfare 
function from individual orderings and that of 
testing the consistency of the decision-making 
processes of society. The second is the distinction 
between social rationality based on social ordering 
and the consistency of choice resulting from the 


decision-making mechanism. Significant conclu- 
sions which emerge from the argument are that 
possible political voting inconsistency is necessary 
for orderly majority rule in a democracy and that 
market and political decisions are really com- 
parable only under the unanimity rule. 

Essay IV, ‘Individual Choice in Voting and the 
Market,” compares political voting with ordinary 
individual market choices. The main discussion is 
of the following distinctions in the two kinds of 
processes: (1) the degree of certainty, (2) the degree 
of social participation, (3) the degree of responsi- 
bility, (4) the nature of the alternatives presented, 
(5) the degree of coercion, and (6) the power rela- 
tions among individuals. The author concludes 
with an incisive evaluation of the two processes 
when they are possible alternatives. 

In the fifth essay, ‘‘Positive Economics, Welfare 
Economics, and Political Economy,’’ Professor 
Buchanan presents his views as to the possible 
roles of the political economist as both a positive 
and normative scientist. In doing so, he makes 
useful distinctions between three types of individ- 
ual behavior. 

The last essay in the book, the eighth, deals with 
the difficult problem area of fiscal relations be- 
tween central and subordinate units of government. 
In this the author confines himself to the problem 
of “equal treatment for equals’ and suggests a 
provocative type of intergovernmental fiscal ad- 
justment by geographically discriminatory central 
government personal income taxation. In spite of 
the obvious political problems it would entail, this 
proposal deserves serious consideration because of 
its fresh approach and fiscal soundness. 

Essay II, on the Italian tradition in fiscal theory, 
the longest in the book, is interesting in presenting 
material not widely known in this country and in 
suggesting the imperiousness of a re-examination 
of orthodox public financial policy. In ‘The 
Methodology of Incidence Theory,” the sixth 
essay, the author finds that the recent debate in 
this field is not concluded; much more needs to be 
done, but an important development has been the 
application of the theory of general equilibrium to 
problems not so treated previously. The seventh 
essay, “Comparative Tax Analysis and Economic 
Methodology,”’ attempts a synthesis of the indif- 
ference-opportunity and the “production-possi- 
bility”’ analyses of the problem of the different 
effects of direct and indirect taxation. It is success- 
ful at least in so far as it points out the limitations 
of the alternatives. 

In spite of the author’s somewhat modest pre- 
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tensions, this is a valuable book, and it should be 
useful to economists of whatever persuasion in 
these times when the fisc takes such a large part of 
national income. Professor Buchanan’s tight logic, 
acuity of reasoning, devotion to basic principles, 
and uninhibited analytical and methodological 
capacity are to be commended especially. These 
attributes of his work have been demonstrated 
recently in his review article of Musgrave’s The 
Theory of Public Finance in this Journal. Specifi- 
cally, moreover, if any fiscal fast-guns show up on 
the New Frontier, we all may need the reminder 
that runs through Professor Buchanan’s thought 
that Wicksell’s unanimity rule is a great contribu- 
tion on the Paretian frontier. 
Grorce M. Woopwarp 
Chapel Hill, North Carolina 


The Wage-Price Problem. By John M. Clark. New 
York: The American Bankers Association, 
1960. Pp. vi, 68. 

The American Bankers Association Committee 
for Economic Growth without Inflation reports 
that in studying the wage-cost-price spiral it was 
unsuccessful in a search for published materials 
“which would provide a good basis for our educa- 
tional activities and policy positions. .. . The ob- 
jective, balanced synthesis which we sought ap- 
parently did not exist.”” It therefore asked Profes- 
sor John Maurice Clark to try to produce such a 
document. This little book is the result. No one 
familiar with the work of Professor Clark will be 
amazed at certain striking qualities of the book— 
its broad conception, its compact inclusion and 
coordination of a large number of facets of the 
problem, and its careful effort to give each element 
its proper weight. 

Defining the problem in Chapter I, the author 
faces the question whether “‘push-up”’ inflation as 
opposed to inflation due to a pulling up by aggre- 
gate demand, does in fact occur. He declares his 
conviction that it is both real and important, 
noting specifically his disagreement with the 
“Chicago group”’ as represented by Milton Fried- 
man. Something less than ideal clarity is to be 
found on the score of the manner in which a higher 
price or wage level is presumed by Professor Clark 
to operate upon aggregate demand. He says at this 
point that it may (the reviewer’s italics) cause 
money or velocity to increase; but apparently these 
“enabling reactions’? need not automatically be 
sufficient to avoid restriction of physical volume of 
production (p. 5). Evidently the authorities are 
presumed on the whole to stave off such restriction, 
and “a secular inflationary trend remains a prob- 
ability” (p. 9). Moreover, “creeping inflation”’ 
tends to become rapid because of a wage-price race, 


escalator clauses, and purchases to hedge against 
inflation. And “‘there is no proof, and can be none, 
that the price inflation made the country’s eco- 
nomic expansion greater than it would have been 
with a stable price level’’ (p. 17). But the author is 
not ready at this point to say what is a desirable 
price-level objective. 

After a short review of the behavior of business 
men and labor negotiators with respect to prices 
and wages, Professor Clark presents a basically 
orthodox statement of what he calls “The Ines- 
capable Arithmetic of Price-Level Stability.” In- 
cidentally, some rather impressive information is 
contained in a chart the title of which conveys the 
message: (from 1955 to 1959) ‘‘Industry Price In- 
creases Were Proportionate to the Excess of Wage 
Rate Increases Over Productivity Gains.’’ It is 
clear that a constant price level is preferred, al- 
though some inflation is an acceptable price to pay 
for avoidance of “too much’’ unemployment. In 
the end, however, since “the market will tolerate’’ 
some uncertain degree of deviation of relative wage 
rates from equilibrium, ‘‘the definition of a non- 
inflationary wage-price structure remains inexact’’ 
(p. 46). 

In his ‘‘Search for Feasible and Effective Reme- 
dies’’ for inflation the author rejects several popu- 
lar ideas: the increasing of productivity, as being 
“not a gadget that can be turned on by pushing a 
button’’; fiscal and credit policy, as not reaching 
the causes of pushed-up inflation (and apparently 
for less impressive reasons also—cf. pp. 49-51) ; and 
restricting employment so far as to remove the 
upward push on wage rates. The notion of increas- 
ing the force of competition contains some spheres 
for action, but holds little promise either as to 
product prices or as to making the setting of wages 
a competitive act (pp. 54-55). Enforced fragmenta- 
tion of existing unions appears unthinkable on 
political grounds and would raise a mass of prob- 
lems. Feasible action on unions includes some 
whittling away of coercive tactics. An employer 
might be protected somewhat more in filling strik- 
ers’ places; “but the recognition of strikers’ tenure. 
...is too firmly established to be dislodged. 

.”’ Direct public action on prices and wages 
offers no hope. 

What Professor Clark comes out with as a policy 
is some form of voluntary restraint. He denies the 
justice of the ridicule implied in the label ‘‘eco- 
nomics by admonition’’: ‘‘The problem is one of 
restraint on self-interest, not its displacement in 
favor of altruism; and the identification of non- 
inflationary behavior does not present an insoluble 
complex of problems, but is quite comprehensible, 
and capable of being much more widely understood 
than it is’’ (p. 63). He would apparently rest upon 
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a body consisting of “‘private personnel’’ not pri- 
marily drawn from interest-groups, which would 
make findings of fact, economic analysis, and impli- 
cations for policy that would back up appeals for 
responsible conduct and “may stand some chance 
of influencing actual behavior’’ (p. 66). 

The problem we are faced with, we may agree, is 
a desperate one; and it is understandable that Pro- 
fessor Clark should grasp at straws, at least if the 
book is to be taken as an exercise in policy for the 
short run only. But it is puzzling to the reviewer 
that the author does not also take a longer view. 
On the whole a reader does not get the impression 
that Professor Clark regards collective bargaining 
as a good feature of our society—rather, the insti- 
tution is merely firmly entrenched and may pos- 
sibly be lived with. It would seem we should know 
clearly his thoughts on the matter. By a related 
token, we are given no principles by which to judge 
whether a union is behaving virtuously: “non-in- 
flationary’’ behavior is no real guide, for some wage 
rates should at some times rise more than produc- 
tivity and some should rise less or fall while pro- 
ductivity rises. If there are good guides available 
other than simply the outcome a free market would 
tend to bring about, it were well to be told just 
what they are and just how unions are to be led to 
follow them. If so eminent an economist sees none, 
perhaps one of the most useful things he could do 
would be to tell us so in unmistakable terms. 

CLARENCE E. PHILBROOK 
University of North Carolina 


A Study in the Theory of Investment. By Trygve 
Haavelmo. Chicago, Ill.: University of Chicago 
Press, 1960. Pp. viii, 221. $5.00. 

Professor Haavelmo’s scholarly work is an 
important contribution to economic literature in 
the field of investment theory. Having observed 
that while economics could present “a neat and 
elegant theory of ‘rational consumers’ behavior,’ ”’ 
it could not present such a theory of ‘‘demand for 
investment,’’ he set himself the task of remedying 
the situation by attempting to discover the relation 
between “investment activity’? and the “really 
fundamental laws of economic behavior.” Such re- 
search, although a necessary step in the formulation 
of a “realistic’’ theory of investment, might not 
make possible the prediction of the ‘‘actual be- 
havior of investors.’”’ That being true, the author’s 
attempt ‘‘to indicate more explicitly the reason for 
the volatile nature of this particular economic 
variable” may not entirely satisfy those who are 
seeking “‘ ‘the investment equation’ as the missing 
link in modern macro-economics.”’ 

This study, a systematic analysis of the invest- 
ment process, in which the author makes extensive 


use of mathematics, shows that “there is room for 
a positive rate of capital accumulation within the 
traditional framework of general equilibrium analy. 
sis.’’ The author demonstrates, moreover, that this 
answer is not reached simply by a traditional 
supply-demand schedule which equates demand for 
investment to the supply of a flow of new capital 
goods. The main problem of an “equilibrium theory 
of investment’’ lies in the dimensional difference 
between demand, which is for ‘‘a stock of capital,” 
and supply, which is a flow. 

This book has four parts. Part I contains a brief 
introductory survey of the trends of thought in the 
theory of investment and indicates the scope of the 
study, i.e., the “purely theoretical’”’ task of finding 
out how far ‘“‘the behavior of investors can be 
brought under the command of familiar concepts 
and methods of economic theory.” It also includes 
the author’s justification of the use of a non-sto- 
chastic theory and deals with the confusing prob- 
lems of symbols, terminology, and definitions. 

In Part II the author proposes to clarify the role 
of capital in production. He begins his analysis 
with a discussion of the theories of Bbhm-Bawerk, 
who successfully summed up earlier controversial 
issues in the theory of capital, and surveys the 
ideas of Wicksell, Hayek, Frank Knight and cthers 
concerning the subject. In clarifying some of the 
technological aspects of the processes of capitalistic 
production, in which he considers capital a factor 
of production, he makes extensive and effective use 
of non-stochastic, or ‘“‘exact’’ models. 

Part III deals with the fundamental problem of 
an optimal rate of growth in a market economy. 
This includes the theoretical consideration of 
the accumulation and management of capital. 
The author relies heavily on the use of non- 
stochastic models in his analysis of savings and 
investment in a centralized economy. 

In Part IV, Professor Haavelmo examines 
investment behavior in a market economy. He 
defines investment ‘‘as acquisition of capital goods 
for productive purposes and investors as those 
who make decisions in this respect.’’ Referring 
again to the lack of a basic market theory of in- 
vestment, and expressing the belief that it would 
be easy to derive ‘‘a formal investment theory in a 
perfect capital market, with a perfectly rational 
behavior as its base,’’ he constructed both a 
simple model of ‘‘Dynamic Equilibrium” and a 
macro model of “Classical Theory.” 

Professor Haavelmo’s carefully devised study 
in the theory of investment will be rewarding read- 
ing for those who are concerned with the relation 
between investment activity and the fundamental 
laws of economic behavior. He has attained a high 
degree of success in answering the central ques- 
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tions which a satisfactory theory of investment 
should answer, viz: What are the forces that help 
to maintain the demand for new capital? What are 
the forces that bring about the supply of capital? 
CiaupE A. CAMPBELL 
Florida State University 


Fiscal Policy for Stable Growth: A Study in Dy- 
namic Macroeconomics. By Challis A. Hall, Jr. 
New York: Holt, Rinehart and Winston, 1960. 
Pp. vii, 311. $5.00. 

The coverage of this book is much broader than 
its title suggests. Although Professor Hall deals 
particularly with fiscal policy, his appraisal is 
based upon the dynamic income model he con- 
structs. The reader may find, as has this reviewer, 
that the independent merits of the model’s fiscal 
implications are less interesting than the aspects 
of the model which their deduction highlights. 
From his introductory statement, one feels that 
Professor Hall would be no more than mildly 
disturbed by such a reaction. Nor should he be. 
His is a quality work in a branch of theory still 
in need of much attention. 

Professor Hall acknowledges at the outset that 
to be of use—in fiscal decisions, for instance— 
growth models must be capable of relation to the 
objectives of society. Further, he admits that the 
present volume goes only part way in making his 
model practical. While this book provides a qali- 
tative analysis of dynamic forces, it remains for 
a later work to assess their empirical relevance. 
Only then will it be worthwhile to consider seri- 
ously his policy implications. Let us hope that such 
a quantitative formulation is not long in forth- 
coming. 

Professor Hall’s structural system merges 
effectively James Tobin’s “aversion to risk’’ 
theory of asset preference with dynamic capital, 
money, and debt functions, and, notably, with a 
production function that allows for variable 
capital-to-output and capital-to-labor proportions. 
Tobin’s theory is extended to monetary assets 
and, under the influence of modified forms of 
Tobin’s geometric representations coupled with 
careful analytic expositions, the reader is led 
easily to the author’s conclusion (which he has 
announced in advance) that this extension is a 
“substantial improvement” (p. 6) of the orthodox 
(Keynesian) rationale. Risk and return on wealth 
become tied functionally to stocks of capital, of 
money, and of bonds. Moreover, in reflection of 
the model’s inherent dynamic quality, stocks at a 
given time become determinants of subsequent 
increments in that stock, this dependence most 
clearly and convincingly demonstrated with 
respect to capital. It is this dependence which is 


at the heart of the growth problem. The presence 
of unemployed workers imposes upon the minds 
of the nation’s wealth owners no necessary dis- 
satisfaction with their portfolio allocations. The 
rate of change in capital stock required to absorb 
the increments in the labor force need not be 
matched by the rate of change in the desire of 
wealth holders to invest. Lacking such balance, 
and accepting full employment as a social objec- 
tive, policies must be considered which can induce 
the formation of the needed capital. 

Variations in the stocks of debt and money being 
subject in large degree to government budget and 
money policies, Professor Hall treats the influence 
upon wealth holders’ preferences for capital of 
various tax rates, of budget surplus and deficit 
policies, and of open market operations. The 
interdependence of budget policy and of open 
market operations is established; outlined also is 
the impact of structural changes such as in de- 
preciation allowances and loss offsets upon capital 
rent, preferences for bonds, employment, trans- 
actions demand for money, commodity and labor 
prices, capital accumulation, and, indeed, upon 
each of the mutually dependent variables of the 
system. One cannot mistake the sequence of effects 
which an adjustment in a single exogenous variable 
like the tax rate sets into motion. And, one should 
not. This interdependence is the central charac- 
teristic of the model and, this reviewer believes, of 
the capitalist economy. 

Those who have attempted to employ aggregate 
growth models in long range economic projections 
will look anxiously but with little optimism for a 
functional relationship linking population growth 
to the structural system. As in all other models 
with which this reviewer is familiar, Professor 
Hall’s model evades this fundamental relation- 
ship. He proceeds on the basis that popula- 
tion growth is “‘... determined by time...” 
(p. 55) and that ‘‘. . . the supply of labor depends 
in a general way on the money wage rate, the tax 
rate, and time”’ (p. 20). But, can we not and must 
we not do better than this? Demographers point 
with increasing frequency to a dependence of 
population growth upon rates of change in eco- 
nomic aggregates, to a responsiveness of birth 
rates to “‘prosperity’’ and “recession.’’ Possibly 
such a function can be defined in the quantitative 
test to which Professor Hall’s model must be 
subjected. 

Important though the practical evaluation, its 
absence should not be allowed to detract from the 
contribution to growth theory which Professor 
Hall makes. His is a work worth testing. It is a 
formulation that will be reread by specialists in 
the subject. It is a presentation that cannot help 
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but leave the non-specialist but understanding 
reader—the graduate student in economic theory, 
perhaps—with an appreciation of the inter- 
dependence of economic variables and of the 
compelling need for a complete theory of asset 
preference. 
Henry THOMASSEN 
Georgia State College 


Investments: Analysis and Management. By 
Douglas A. Hayes. New York: Macmillan 
Company, 1961. Pp. vii, 598. $7.50. 

This is a revision of Professor Hayes’ earlier 
Appraisal and Management of Securities published 
in 1956. Professor Hayes says that there seem to 
be three major dimensions of an academic training 
in investment analysis and management: first, 
analyzing the major characteristics of security 
types and their related advantages and disad- 
vantages from the investors viewpoint; second, 
understanding the techniques pertinent to the 
appraisal of specific securities of companies which 
are most likely to be of interest to investors; and, 
finally, training in portfolio management. The 
author devotes 84 pages to the first of these 
objectives, 400 pages to the second, 78 pages to the 
third, and also 28 pages to discussing the mechan- 
ics of transferring and holding securities. The 
major emphasis, thus, is on the analysis of indi- 
vidual securities. 

The content of courses in investments has been 
in process of re-evaluation in many business 
schools. For example, Frank C. Pierson in The 
Education of American Businessmen (McGraw-Hill, 
1959), one of the Carnegie series in American 
education, says: “In most undergraduate invest- 
ment courses the analysis of securities plays an 
important part and is popular with students. The 
data upon which this analysis must be based come 
from published financial statements. The validity 
of this approach may be challenged. Professional 
analysts today base their judgments primarily on 
analysis of such factors as quality of management, 
quality of the research program, and the market 
for the products, before giving weight to financial 
analysis. But data on which to base these judg- 
ments are not available to the general public, 
including the graduate student and the teacher in 
finance. . . . These characteristics of the materials 
mean that the average student does not have the 
data, skill, and judgment to arrive at useful 
conclusions, and the resulting unfortunate tend- 
ency is that interest develops on a speculative 
rather than on an analytical basis” (p. 405). 

“If security analysis is eliminated from the 
course as unsuitable for undergraduate work, there 
remain the problems of risk and risk bearing and 


of portfolio policy. Analysis of these subjects 
requires an understanding of economic forces that 
is probably beyond the background and maturity 
of average undergraduates. Consequently, it 
appears that the subject of investment with all 
its subtleties and ramifications should be reserved 
for the graduate curriculum. In short, the tradi- 
tional undergraduate course in investments may 
encourage false confidence and careless invest- 
ment rather than give sound instruction in han- 
dling funds”’ (p. 406). 

“One topic usually included in graduate invest- 
ment courses but omitted from the list above is 
security analysis. As already stated, this topic 
presents a problem to the instructor, because only 
part of the necessary data is available and some 
of this may be misleading. A feasible teaching 
device based on broader concepts than most now 
in general use has yet-to be developed. A new 
approach might involve thorough industry studies, 
as often made now, but with an attempt to ob- 
serve patterns in financial data and to relate them 
to economic factors. Mathematical and statistical 
processes might come into play here as well as 
psychological interpretations”’ (p. 415). 

It seems to this reviewer that Professor Pierson’s 
formula for evaluation of stocks (i.e., dependence 
on professional security analysts who, in turn 
base their judgments on ‘“‘quality of management,” 
“quality of research,” and ‘‘the market for the 
products’’) is just like handing medicine back to 
the witch-doctors. It may well be another symp- 
tom that we have reached an advanced stage in 
the greatest bull market in history. However, 
Professor Pierson does have a point when he 
emphasizes the highly complex nature of the 
investment decision. A text in investments must 
reduce the complexity surrounding the problem 
to some meaningful order. Two questions which 
must be answered are: (1) what are the underlying 
rules for making reasonable choices among securi- 
ties including both bonds and stocks, and (2) what 
are the dimensions of the problems to which these 
rules apply? The rules can be stated only in terms 
of probabilities and their justification must rest 
on observed regularities in the data—not on indi- 
vidual instances. 

Presumably securities are analyzed to help the 
investor to form reasonable beliefs about probable 
future returns including capital gains. Profe-sor 
Hayes develops explicit and implicit rules for 
forming reasonable probability beliefs through 
the use of many concrete examples. However, he 
gives few, if any, illustrations of the results which 
might be expected from following such rules. For 
example, the mutual funds engage in a large 
amount of informed investment research; yet few, 
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if any, of the largest funds have out-performed the 
market. Why is this if investment analysis is so 
useful? Professor Hayes has no answer (nor, in- 
deed, does he have the question)—rather he says 
it is not necessary to compare performance against 
the averages ‘‘assuming that the investor desires 
the services of an investment company.”’ 

Professor Hayes neither attempts to test his 
rules nor does he make any effort to give a coherent 
general discussion of the broad background factors 
which determine market valuation. He does not 
compare stock returns with bond yields over the 
years or give a systematic discussion of the 
relationship of stock returns to earnings, dividends, 
or industrial activity. Instead he concentrates al- 
most entirely on comparing one stock with an- 
other. Such detailed comparisons have their place 
but make a doubtful basis for a rewarding invest- 
ment course. 

Henry A. LaTanté 
University of North Carolina 


American Agricultural Surpluses and Foreign 
Economic Development. By Walter Krause. 
Iowa City: Bureau of Business and Economic 
Research, State University of Iowa, 1960. 
Pp. 36. $1.00. 

This publication is a remarkably lucid survey 
of a thorny problem facing the American policy 
makers in Washington—i.e., the potential conflicts 
of interest between the State and Agricultural 
departments resulting from our farm programs of 
the post-War II era. It was written for an intelli- 
gent laymen’s audience, but has ‘‘a message’’ that 
should merit the attention of all who profess con- 
cern about the U. S. agricultural surplus problem 
and/or that of foreign economic development. 
The content, while clearly stated (and organized 
with excellent charts), is scholarly and thorough 
with a significant orientation toward the vital 
matter of ‘“‘what to do.” 

Professor Krause’s study examines the question 
of the extent to which American agricultural 
commodities can prove helpful in foreign economic 
development problems. He details his argument 
by briefly outlining the ‘‘origin of surpluses’”’ and 
the legislative enactments that have evolved to 
deal with them. This is followed with a candid 
discussion of the pros and cons of using our farm 
surpluses (via Section 402 of the Mutual Security 
Act and Public Law 480) for “foreign aid’’ pur- 
poses. Recognizing, with considerable elaboration, 
the major economic arguments in favor of farm 
disposal programs—the freeing-up of workers for 
use in non-agricultural pursuits, provision of raw 
materials for industry and goods to counteract 
inflation, etc.; he also weighs the con arguments— 


competition with local producers, distortions of 
trade, balance-of-payments implications, etc.— 
and then states: ‘‘Development efforts abroad 
have been helped by receipt of American agricul- 
tural surpluses, but not without serious adverse 
repercussions arising as an offset to any benefit 
realized’”’ (p. 30). 

In view of the likely repercussions in the re- 
cipient countries, Krause concludes that not 
much more can be done in the way of commodity 
disposal during the near-term future without 
obvious injury to U. 8S. foreign-policy objectives. 
With little prospect for a ‘“‘new’’ farm program 
(entailing income payments or production con- 
trols), a revamped disposal framework appears 
to be mandatory. This, it is suggested, could have 
two facets: (1) a larger over-all aid program— 
making it easier for our commodities to be put to 
good use, or (2) utilization of international agen- 
cies—ostensibly the United Nations and a ‘“‘Food 
for Peace’’ program, which, it is felt, would 
provide the United States with a windfall gain in 
the ‘‘cold-war’’ propaganda battle. 

In any event, recent experience indicates that 
the following cogent remark is in order: “Many 
Americans are nurtured on the principle that ‘it 
is more blessed to give than to receive’; but in the 
realm of agricultural surplus disposal operations, 
the fact of the matter seems to be that ‘it is harder 
to receive than to give’ ’’ (p. 36). 

J. D. DeForest 

Denison University 


The Federal Reserve Discount Window: Administra- 
tion in the Fifth District. By George W. 
McKinney. New Brunswick, N. J.: Rutgers 
University Press, 1960. Pp. xvii, 157. $4.50. 

This small volume is the second in a new Rutgers 
Banking Series of books in the field of American 
banking which developed out of research done at 
the American Bankers Association’s Stonier 
Graduate School of Banking, held each year at 
Rutgers University. Its author, presently an 
officer of a large New York City commercial bank, 
was for a number of years an official of the Federal 
Reserve Bank of Richmond. In that capacity, he 
was closely involved with the Bank’s discounting 
operations. He has now described the technical 
details of those operations with great clarity; 
and in the process, he has also set forth and com- 
mented on the principal tenets of the Federal 
Reserve System’s discount ‘‘philosophy.”’ 

Both tasks were well worth doing. The Reserve 
Banks’ discount windows were the only avenues 
of member-bank access to Reserve Bank credit 
provided by the Federal Reserve Act of 1913. 
The experience of the 1920’s and early 1930’s, 
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however, demonstrated the inadequacy of the 
discounting (or in those days “‘rediscounting’’) 
mechanism operating alone. Thus the banking 
reform legislation of the depression years broad- 
ened the scope of central bank action to include 
variations in reserve requirements and open 
market operations, and these new tools subse- 
quently overshadowed discount policy as methods 
of monetary policy influence. Only since the 
Federal Reserve-Treasury accord of early 1951, 
and in substantial numbers only since 1955, have 
member banks queued up once more at the Re- 
serve Banks’ discount windows. 

In recent years, however, the Federal Reserve 
discount operation has again assumed substantial 
significance both as a source of additional reserves 
to member banks and also as an avenue of mone- 
tary policy influence by the central bank. Experi- 
ence in the “tight money”’ periods of 1955-1957 
and 1958-1960 tells us this clearly; and that experi- 
ence appears also to imply the shape of things to 
come. Thus the member banks have had to reac- 
quaint themselves with the principles and proce- 
dures of borrowing from the Federal Reserve 
Banks. The Reserve Banks, in turn, have had to 
review their overall monetary policy objectives, 
in order to take into account the effects of ac- 
tive member bank borrowing. It is high time now 
for students of monetary matters, and interested 
members of the general public as well, also to re- 
orient themselves to the new role of the discount 
window. 

Close study of Mr. McKinney’s volume provides 
an excellent refresher course in discounting even 
for old Federal Reserve hands; it should provide 
much that is new and of interest to those observing 
from a farther remove. The history of discounting 
is quickly summarized; the questions of when 
banks borrow, which banks borrow, and how 
banks borrow are treated in adequate detail; 
the slippery problem of “‘eligibility’’ of paper is 
firmly grasped; and current Federal Reserve 
discount policy and administration are knowledge- 
ably discussed. 

It is hard to find fault with such an admirably 
concise job of work. Nevertheless, I shall enter 
one complaint. Mr. McKinney gives much empha- 
sis to the necessity for what he calls ‘‘a constant 
discount policy in boom and bust,’’ and I would 
agree with him that such constancy constitutes 
virtue. An equally important dimension of con- 
stancy—regional constancy of discount policy— 
appears to his notice, however. The question of 
the variations in the discount policies of the 
various Federal Reserve Banks has never been 
thoroughly explored, but it needs to be. If some 
Ranks operate “loose’’ discount windows and 


others ‘“‘tight’’ ones, monetary policy may have 
an uneven, and undesirable, regional impact. 
Such geographic inconstancy at a given time may 
quite possibly be just as damaging as the in- 
constancy over time that Mr. McKinney properly 
deplores. 
Currton H. Kreps, Jr. 
University of North Carolina 


Southern Tradition and Regional Progress. By 
William H. Nicholls. Chapel Hill, N. C.: 
University of North Carolina Press, 1960. 
Pp. xiii, 202. $5.00. 

This book is an outgrowth of Professor Nicholls’ 
presidential address before the Southern Economic 
Association in November, 1959 (Jacksonville, 
Florida). 

The principal argument of the book is that 
Southern tradition (or values) is primarily re- 
sponsible for the lack of relative economic progress 
in the South and that Southerners must, there- 
fore, choose between progress and tradition. 
Nicholls makes it quite clear that he prefers 
economic progress (i.e., a rise in real per capita 
income) over the maintenance of tradition and 
that his choice is a value judgment. 

The necessity of making a choice results from 
the nature of and possible solution to the problem 
of poverty in the South. According to Nicholls, 
poverty in the South is largely concentrated 
among urban Negroes and farm families, both 
Negro and white. If the incomes of these groups 
are to be raised sufficiently, an accelerated rate 
of industrial-urban growth is required to absorb 
underemployed labor and to provide the farm 
capital needed to raise agricultural productivity. 
Nicholls recognizes an increased rate of popula- 
tion outmigration as a possible alternative to 
urban-industrial growth, but rejects this as being 
an improbable solution or one that will net occur 
quickly enough. 

This economic analysis is the result of Nicholls’ 
research (cited p. 201) on the problems of the 
Upper East Tennessee Valley area. The author 
observed further that this area had experienced a 
rate of industrial-urban growth that exceeded the 
rest of the South even before TVA. In searching 
for a plausible explanation for this phenomenon, 
“the was forced to turn to largely noneconomic 
factors’’ and ‘“‘concluded that the economic prog- 
ress of this area (the Upper East Tennessee Valley) 
was in significant part the result of its failure to 
share with other areas most of the principal tenets 
of Southern tradition”’ (p. ix). The key elements 
of this Southern tradition are identified as ‘‘(1) 
the persistence of agrarian values, (2) the rigidity 
of the social structure, (3) the undemocratic 
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nature of the political structure, (4) the weakness 
of social responsibility, and (5) conformity of 
thought and behavior’’ (p. 15). 

All of these elements are inter-related. Agrarian 
values result in anti-industrial attitudes which in 
turn support the rigid social structure that his- 
torically emerged from a society dominated by the 
aristocratic planter. The rigid social structure 
has been maintained by a vigorous appeal to white 
supremacy and thus has resulted in an undemo- 
cratic political structure that is dominated by 
rural whites. Further, the socio-political leader- 
ship of the South has failed to assume the appro- 
priate attitude toward, and responsibility for, 
public education and industrialization and out- 
migration. Finally, such a society demands con- 
formity and inhibits intellectual progress. 

Throughout his analysis, the author is aware of 
two obvious questions: (1) why did the South 
fail to overcome the retarding influences of an 
agrarian society when such was not the case (at 
least to the same degree) in the rest of the country, 
and (2) is not the maintenance of Southern tradi- 
tion a result as well as a cause of the failure to 
achieve economic progress? The answer to the 
first question boils down to the early establishment 
of an aristocracy whose ideals (noblesse oblige) 
were eventually corrupted, slavery, and finally 
the dominance of the race issue. The answer to 
the second question is ‘‘yes’’—the Southern 
tradition is a result as well a a cause of the failure 
to achieve economic progress. The following quo- 
tation illustrates: 

Because of the South’s laggard industrial- 
urban development, therefore, strong elements 
of the region’s traditional status society have 
persisted to the present day. At the same time, 
the rigidities and segmentative elements which 
remain in the Southern social structure have 
seriously interfered with further regional 
economic progress. (Pp. 61-2). 

Nicholls also admits of the “chen and egg”’ problem 
when he opens his discussion of the persistence of 
agrarian values (p. 18). 

In admitting that the failure to industrialize has 
been in part, at least, responsible for allowing 
Southern tradition to persist, the author produces 
a certain amount of frustration for economists. 
What are the ‘‘non-tradition”’ factors which ac- 
count for the lack of economic progress? To what 
extent does tradition actually affect economic 
progress? These questions are not answered. 
Professor Nicholls is certainly correct that the 
South will have to choose between tradition and 
progress, and we are indebted to him for having 
made this clear. However, it would be a mistake 
to assume that rapid economic progress would 


immediately follow the abandonment of Southern 
tradition. 

Professor Nicholls has performed an excellent 
service in pointing up the problems of noneco- 
nomic barriers to economic progress in the South. 
It is hoped that further analysis will enable us to 
assess the relative importance of the economic 
and noneconomic factors. 

Howarp G. ScHALLER 

Tulane University 


Fights, Games and Debates. By Anatol Rapoport. 
Ann Arbor, Mich.: University of Michigan 
Press, 1960. Pp. xvi, 400. $6.95. 

The Strategy of Conflict. By Thomas C. Schelling. 
Cambridge, Mass.: Harvard University Press, 
1960. Pp. ix, 309. $6.25. 

The two works considered here belong together 
although one was written by a professor of mathe- 
matical biology and research mathematician at 
the University of Michigan’s Mental Health 
Institute and the other by a professor of economics 
at Harvard University. The common link is their 
concern with human conflicts and the attempt to 
find methods for analyzing and resolving them. 
In their analyses the theory of games of strategy 
plays an important réle and both authors offer 
various comments and suggestions. As far as 
resolution is concerned, there is none—unless it 
be the search for proper behavior in conflict 
situations. If it were more than that (or even that 
much), the world would probably have become 
aware of their new ideas immediately! 

Regarding Rapoport’s book, it is hard to im- 
agine a social scientist who would not profit 
greatly from reading this work, whether he be a 
newcomer to game theory o: an expert in this 
discipline. Game theory is expounded in a simple 
and clear manner and many novel applications are 
given. The book falls into three parts: the first 
describes the mathematical methods developed by 
L. F. Richardson describing an arms race and the 
nature of ensuing conflicts. They were based on 
impressive studies extending over several decades 
and are unquestionably of high interest, although 
it is only recently that much attention is being 
paid to them. I do not want to deny the value of 
Richardson’s method, but it is doubtful that we 
have in it a really workable model of human con- 
flict. It would lead too far to go into the mathe- 
matical reasons for this opinion. It is also clear 
that Rapoport attributes to this development 
much less significance than to game theory which 
has at any rate a totally different mathematical 
structure, not being based on differential equations 
which are the essence of Richardson’s approach. 

The second part of Rapoport’s book deals with 
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game theory in a thoroughly competent manner. 
The exposition of this difficult matter is clear and 
is accessible without special knowledge of mathe- 
matics. Game theory is presented in its essential 
outlines, well beyond the zero-sum two person case, 
showing therefore the phenomenon of collusion, 
the formation of coalitions, the case in which all 
participants may gain or lose together either fixed 
or variable sums, etc. The criticisms offered by 
Rapoport are worth considering, though I would 
register some doubts as to whether the remarks 
directed against the notion of a solution and its 
relevance for social situations are really relevant. 
The remark that in the von Neumann-Morgen- 
stern theory communication is taken for granted— 
which it should not be—is in part out of place, 
since we haveintroduced such notions as signaling, 
inverted signaling, etc., while on the other hand 
we have merely made explicit the assumption of 
“complete information,”’ i.e., that all participants 
can make all necessary computations. This is 
far-reaching, but all present and past economic 
theory has made this assumption implicitly (e.g., 
Walras, Pareto and successors). The fact that 
we have brought this out into the open—though 
carefully distinguishing it from “‘perfect’’ informa- 
tion, and even allowing for the cases where a 
player may not be fully informed about himself— 
has introduced into the discussion a problem that 
will have to be tackled in steps, but which is of 
considerable interest. Yet it should be recalled 
that game theory has shown that certain phe- 
nomena, such as discrimination, also arise when 
there is complete information, which, of course, 
means that they do not arise only when there is 
incomplete information—a widely held belief. 
Rapoport also discusses Schelling’s criticisms of 
game theory and easily shows that they are weak 
or even in some cases the result of gross misunder- 
standings. In summa, the author’s knowledge of 
the meaning and réle of a mathematical model and 
his realization of the power of an important theo- 
rem, such as the minimax theorem distinguishes 
him from other critics, such as Schelling, who 
have no equivalent mathematical experience. 
Part three draws heavily on the psychiatric 
experience of conflicts and their resolution. 
These chapters are exceedingly interesting and 
offer much food for thought; they are, of course, 
several steps removed from the mathematical 
concepts described in the earlier chapters and thus 
offer an inducement for comparison. Their study 
will reveal how difficult it is to make the transition 
from an essentially intuitive and heuristic argu- 
mentation to the formal mathematical analysis of 
a field of inquiry. The concluding considerations 
about collectivism and individualism are very 


much worth reading—in spite of the countless 
papers and books dealing with these subjects that 
one has encountered in one’s life. This is largely 
due to the careful semantic treatment which the 
author gives the arguments pro and con. 
v’ It is much more difficult to review Schelling’s 
book and to avoid doing him an injustice. The book 
consists of a series of not very closely connected 
papers of different origin in time and of varying 
purpose. The author states that they deal with the 
“theory of bargaining,”’ “theory of conflict’’ or 
“theory of strategy.’’ “Strictly speaking, the sub- 
ject falls within the theory of games, but within 
that part of game theory in which the least satis- 
factory progress has been made, the situations 
in which there is common interest as well as 
conflict between adversaries’”’ (p. v.) As it happens 
several hundred pages of von Neumann-Morgen- 
stern’s Theory of Games and Economic Behavior 
(1944, 3rd edition 1953) deal precisely with those 
situations. The theory developed there certainly 
needs further development, and possibly radical 
change. But one will look in vain in Schellings’s 
book for one single new theorem to be added to, 
or to replace, those given there. Indeed, one 
wonders how well the author is acquainted with 
that body of thought in view of the many mis- 
understandings and misstatements scattered 
throughout these essays. Yet Schelling quotes 
some later, specialized developments and some- 
times makes cogent remarks about various points 
of issue. It would take an inordinate amount of 
space to correct his many mistakes since some 
touch the very essence of the theory he wishes to 
advance. The book clearly brings out one feature 
by which it differs from Rapoport’s: in that work, 
as was noted above, a mathematician was writing 
clearly, and verbally about mathematical theory; 
here a non-mathematician tries to improve an 
essentially mathematical theory. Such an attempt 
is by no means absurd—it could, for example, 
consist of questioning an axiom and suggesting 
another one in its stead. This is, however, exceed- 
ingly difficult to do since it frequently requires 
the creation of new concepts and the introduction 
of new types of problems with which the existing 
theory could not cope. As it is, Schelling’s book 
abounds with interesting examples, some of which 
are of vital interest in the study of bargaining or 
military deterrence. The attempt to put them 
into a framework taken from game theory is laud- 
able, even if it does not always succeed. Thus the 
game theorist will profit from these cases and the 
theory may actually be developed further when 
they have been subjected to analysis. 

It is surprising that poker is not dealt with, 
because it has so many elements that Schelling 
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wishes to stress—especially bluffs and threats— 
and poker has been analyzed by von Neumann, 
Morgenstern and others at least in some simple 
forms. Here is a true challenge. Unfortunately 
bluffing does not seem to be properly understood 
by the author, judging from his references to this 
basic phenomenon of political life. In fact many 
of his most interesting examples involve bluffing; 
consequently it would have been novel for the 
reader to learn—from game theory—that bluffing 
is an essentially defensive measure which im- 
mediately places the notion of a ‘‘threat’’ in a 
different light. And threats are what Schelling is 
very much concerned about. 

Besides outright misunderstandings of game 
theory, there are several passages which I fail to 
understand at all. For example, the opening of 
Chapter 5 on page 119 is completely unintelligible. 
The difference between a game in the extensive 
and in the normalized form is missed throughout 
the book and this confusion affects page after page; 
hence the use of the very words “‘strategy”’ and 
“move’’ seldom conforms to general usage and 
thus contributes towards making the reading of 
this book so very difficult. As an illustration of the 
superficial manner in which game theory is treated, 
I refer to Schelling’s two references to a “real 
estate example,” allegedly found in Theory of 
Games and Economic Behavior. No such example is 
given there; it was invented by another economist 
giving a popular version of the contents of our 
book. While this is perhaps not very important, 
one is puzzled nevertheless and cannot avoid the 
conclusion that Schelling has not gone as deeply 
into the theory he so severely criticizes and 
aims at “improving,’’ as both efforts would 
demand. 

It has been observed above that a mathematical 
theorem is exceedingly difficult to challenge. This 
is certainly true of the minimax theorem which 
puts an end to the “I think he thinks that I think 
he thinks .. .” type of reasoning in which Schelling 
is still so deeply involved. A mathematical model, 
however, can always be invalidated by pointing 
up some factor left out of account and by insisting 
that this factor cannot be neglected. Anyone has a 
right to reject models and theories on such grounds 
of irrelevance and it is possible that they ought to 
be rejected—at least for certain purposes. It is 
not even necessary to replace them immediately 
by another, possibly also mathematical theory. 
But if the mathematics have been properly and 
significantly used, such replacements will be very 
difficult to carry out. We have reason to believe 
that game theory has brought into being an en- 
tirely novel way of thinking about problems of 
conflict and cooperation. The vast expansion of the 


literature, running to hundreds of items, bears 
witness to this fact. To overthrow or to advance 
the basic theory therefore requires a different 
effort than is presented by this book. Yet it has 
its merits; it widens horizons and shows once 
more the immense complexity of the social world. 
On the other hand the book deals to a large extent 
with problems of defense, with deterrence, arms 
control, etc. These touch on our very existence 
and should be studied in a manner which reduces 
to the barest minimum misunderstandings of the 
nature and capability of the tools that can be 
used in their analysis. In this sense, the many 
misunderstandings about game theory to be found 
in this book would appear to be almost dangerous, 
should they have an influence upon policy making. 
Oskar MORGENSTERN 
Princeton University 


Accounting and Business Fluctuations. By Delmas 
D. Ray. Gainesville, Ga.: University of Florida 
Press, 1960. Pp. xii, 184, $6.50. 

For almost forty years writers have been saying 
that accounting methods accentuate business 
fluctuations. At least one economist, Fritz Schmidt 
(1927), believes that ‘“‘wrong accounting methods’’ 
constitute the primary cause of business cycles. 
The accounting practice most frequently ques- 
tioned is the failure to recognize the effect on 
expense and net income of changes in the value of 
the monetary unit in which income and expense 
transactions are measured and reported. Income 
dollars of the current period are ‘“‘matched”’ with 
the larger (or smaller) expense dollars of a past 
period. In a period of rising prices this results in 
an overstatement of income, leading to manage- 
ment and investor decisions which result in still 
more inflation. Conversely, in a period of declining 
prices, there is an understatement of income, 
leading to unwarranted retrenchment and further 
deflation. The main sources of error are deprecia- 
tion computed on the basis of original dollar cost 
and cost of goods sold determined by the first in, 
first out cost method. 

This book is a report on an inquiry into this 
theory, that accounting accentuates business 
fluctuations: 

“The primary object was to try to determine if 
accounting, as generally practiced, is capable— 
given certain assumptions—of affecting business 
decisions relative to investment, dividend policy, 
wages, and prices in such a way as to accentuate 
business fluctuations on both the upswing and the 
downswing, as is rather frequently alleged, and to 
determine if the underlying assumptions seem realis- 
tic, given the institutional framework within which 
modern business operates. 
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At the very beginning of his discussion the 
author expresses doubts as to the validity of the 
theory. He characterizes discussions of the sub- 
ject as ‘‘very naive as to assumptions,”’ ‘based on 
a priori reasoning,”’ ‘interwoven fact and fancy.”’ 

He grants that ‘‘accepted’”’ accounting methods 
do produce different net income amounts—larger 
on the upswing of the cycle and lower on the 
downswing—than would methods that adjust for 
changes in the value of the dollar. (Implicitly 
he accepts the proposition that ‘“‘adjusted’’ in- 
come amounts would be superior for decision 
making by management, investors and others.) 
But he questions that accounting facts about the 
past influence businessmen in their investment 
expenditures or consumers in their decisions be- 
tween saving and spending. 

The author has made an intensive search of the 
literature of the field for evidence related to the 
question at issue. Not all of the evidence collected 
is relevant. Most of it is based on ‘‘authority’’— 
on expressions of opinion; there is very little 
empirical evidence. A large number of quotations 
are too frequently substituted for logical analysis. 
Too many of the references are old and there are 
no references to many important recent works in 
this subject area. For example, how could any 
writer on this subject afford to ignore Ralph 
Jones’ report on his price-level study and analysis 
of the financial and operating statements of four 
corporations, for periods varying from eleven to 
twenty-four years ending in 1951? (The results 
were published in 1954 and 1955, in three volumes, 
by The American Accounting Association.) The 
dates of the references would indicate that the 
major part of the research must have been done 
prior to 1955; recent “‘updating”’ for publication 
seems to be spotty and incomplete. 

From the evidence presented (supplemented by 
important recent evidence not covered by the 
study) the reviewer finds himself arriving at 
substantially different conclusions than does the 
author. One gets the impression of listening to 
only one side of a debate. The author seems de- 
termined to prove that accounting methods do 
not affect business fluctuations—or at least that it 
can’t be shown that they do. He is willing to grant 
that accounting information which does not 
reflect the effects on cost and income of price level 
changes would accentuate business fluctuations if 
this information influenced substantially capital 
investment decisions of businessmen and consumer 
decisions on saving versus spending. But, he 
stands by his original conviction that businessmen, 
investors and consumers are not influenced by 
reported past profits. 

It is logical, of course, that businessmen should 


base their decisions on estimates of the future 
rather than on facts about the past. It has been 
demonstrated, however, that many of them do not, 
For example, practically all rates of return are 
based on past costs and income. But even when 
they do develop estimates of the future, most of 
these estimates are not independent of reported 
accounting figures of the past, as the author con- 
tends; rather they are derived from these past 
figures adjusted to reflect known differences be- 
tween past and future periods. It follows that 
unrecognized errors in past figures are carried 
forward as errors in future estimates derived from 
these figures, and that many of the decisions of 
businessmen are based on amounts that still 
contain the distortions arising from the failure to 
reflect the effect of price-level changes on expense 
and income. For example, it is not probable that 
the management of Armstrong-Cork made the 
same decisions in the years 1941-1951 that they 
would have made if they had known that the 
return on investment (adjusted) was 4.5% instead 
of the reported 8.3%, that dividends paid repre- 
sented 89% of net earnings (adjusted) rather than 
the reported 56%, and that retained earnings at 
the end of 1951 (adjusted )was $644 million rather 
than the reported $3914 million. (Ralph Jones, 
Case Studies of Four Companies.) 

The evidence presented does not seem to war- 
rant the author’s conclusions: 

(1) That businessmen’s investment decisions 
are based primarily on estimates of demand with 
little consideration to probable net income, and 
that the estimates of net income which are used 
are derived independently of reported cost and 
income of past periods. 

(2) That costs are quite generally ignored in 
pricing—and that the costs that are used are 
derived independently of reported costs of past 
periods. 

(3) That reported income has little influence on 
cash dividends and on the results of wage negotia- 
tions—and therefore little influence on consumer 
demand. 

(4) That the investor’s willingness to supply 
capital is independent of reported net income. 

(5) That the investor’s willingness to spend is 
not influenced by reported profits and market 
prices of stock. 

The reviewer finds himself in substantial disa- 
greement with all of the foregoing conclusions. 

In his final paragraph the author insists that his 
intent was neither to defend nor to condemn 
conventional accounting methods, but rather to 
evaluate the results that have been attributed to 
them. In spite of this disclaimer, this book stands 
as a severe indictment of accounting. The in- 
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evitable implication of the author’s conclusions 
would seem to be that accounting information 
reflecting only original dollar cost is not accurate, 
but that it is harmless because no one uses it in 
decision making. His failure to prove this last 
contention—his major thesis—only serves to 
increase the severity of his indictment of present 
accounting practices and to cast accounting as 
the “villain of the piece,’’ with a major role in 
accentuating business fluctuations. 

Despite lack of agreement with the author’s 
conclusions, the reviewer enjoyed thoroughly his 
study of this thoughtful and challenging book, and 
recommends it highly to all readers interested in 
the adequacy of conventional accounting and 
reporting, price level changes, or the causes of 
business fluctuations. 

Witiarp J. GRAHAM 

University of North Carolina 


Economic Consequences of the Size of Nations. 
Edited by E. A. G. Robinson. New York: 
St. Martin’s Press, 1960. Pp. xxii, 447, $10.00. 

The International Economic Association’s 
conference in Lisbon in 1957 concerned itself with 
the highly important subject of the relation 
between the size of nations and their economic 
prosperity. The symposium was obviously stimu- 
lated by the active consideration by many govern- 
ments of proposals for economic integration, com- 
mon markets and free trade areas. The arguments 
in favor of these institutional arrangements pre- 
suppose that ‘‘there are economies of scale which 
are not exhausted within the limits’’ of the size 
of existing nations, ‘‘but which could be achieved 
within the limits of the size of nations, or of 
trading areas, which it might be practicable to 
create.’”’ The conference therefore undertook to 
discuss the validity of the arguments in favor of 
measures to iucrease the size of nations which 
would permit the achievement of economies 
otherwise unattainable. 

The volume under review contains the nineteen 
papers on various aspects of the subject presented 
at the conference by the participating economists. 
Professor Robinson has contributed a very useful 
Introduction which provides a synthesis of the 
papers and an assessment of the major issues 
which are discussed. In addition, there is included 
a supplement of an invaluable 105 page ‘‘Report 
on the Proceedings,’’ which summarizes the de- 
bates on the various papers. 

What are some of the conclusions of the con- 
ference? Summarized briefly and crudely, its 
apparent consensus (reached on the basis of studies 
of the size and efficiency of large and small nations) 
is that the importance of scale has been exag- 


gerated, as it is only one of many factors that in- 
fluence productivity. In the case of the United 
States, a rich large market par excellence, econ- 
omies of scale are only a part of the explanation of 
its remarkable efficiency. Probably of greater 
significance have been its exceptional natural 
resources, the very high level of individual effi- 
ciency, and ‘‘the high general tempo of work that 
it permits.’’ On the other hand, the experience of 
Switzerland and Belgium shows that their produc- 
tivity has not been adversely affected by their 
small national markets. ‘‘Switzerland has managed 
to secure the necessary economies of scale in her 
chief manufacturing industries by a very heavy 
reliance on export markets.’’ And while Belgium’s 
exports do not permit the advantages of the 
economies of scale, ‘‘individual efficiency and hard 
work, allied to economic policies . . . have allowed 
her to benefit as far as possible from foreign trade” 
and achieve a high level of per capita income. 
Economies of scale are not unlimited for most 
countries, however, Though small and poor coun- 
tries of 10 to 15 million people can have a few 
enterprises which enjoy the full possible technical 
economies, in general they are ‘“‘too small to get 
all the technical economies available.’’ Nations of 
50 million people can achieve ‘‘most of the major 
industrial economies of scale’’ because their 
pattern of industrial activity and structure differs 
from smaller countries: they normally have 
certain industries (aircraft, automobile, etc.) 
which the smaller countries rarely possess; their 
industries are less diversified and to a large degree 
specialized, and their markets are on the whole 
competitive. Nevertheless, since the national 
markets of the smaller as well as of larger coun- 
tries (e.g., Italy) are too narrow for taking full 
advantage of economies of scale in many indus- 
tries, external trade provides for them an “escape 
from the penalties of smallness’’—but at con- 
siderable political and economic risks that threaten 
them with instability. In order to remove such 
handicaps (i.e., political intervention, tariff 
changes, convertibility of currency, etc.), govern- 
ments have been led to seek solutions for freeing 
trade through various international arrangements. 
Apparently, there was disagreement among the 
conference-participants on the appropriate types 
of solution to be adopted by governments: con- 
tinental European economists in the main favored 
the creation of customs unions or other regional 
systems for the encouragement of mutual trade, 
while the others (e.g., English), fearing the trade 
diverting aspects of customs unions, considered as 
‘fundamentally the more desirable solution”’ 
the attempt provided by GATT to create progres- 
sively a relatively free trade world. Regrettably, 
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however, the conference did not explore fully the 
economic advantages (or disadvantages) of larger 
integrated units, or what further significant 
economies of scale could be achieved by integrat- 
ing countries of 50 million people; but the present 
symposium offers a point of departure for further 
study of the subject of the ‘‘economic consequences 
of the size of nations.’ 
ArTHUR LEON HORNIKER 
Washington, D. C. 


International Order and Economic Integration. By 
Wilhelm Répke. Dordrecht, Holland: D. Rei- 
del, Wilhelm Répke. Dordrecht, Holland: D. 
Reidel, 1959. Pp. 276. $6.00. 

In this book, a translation of the German-lan- 
guage edition which appeared in 1954, Professor 
Répke discusses the major political and economic 
issues confronting the world in the middle of the 
20th century. His method is that of the political 
economist or, more accurately, the moral phil- 
osopher. He does not confine himself to economic 
analysis, nor indeed is there much technical eco- 
nomic analysis in this book. 

Répke writes with great vigor and eloquence. 
He is in fact preaching to the world in this book, 
exhorting it to return to the true path. That path 
is best exemplified by the political and economic 
environmnt of the pre-1914 world. He forcefully 
argues that society must choose between restora- 
tion of that era, difficult as it may be, and dis- 
aster. 

The great danger lies in centralization of power, 
particularly political power. Répke consistently 
favors measures which lead to decentralization of 
political power (he especially admires the Swiss 
form of federalism), and he is reluctant to see any 
tasks transferred from smaller to larger units. His 
advocacy of “‘internationalism”’ is thus of a special 
kind, in which national units whose own powers 
are small and strictly circumscribed somehow join 
together to maintain peace and order. How this is 
to be accomplished remains vague, but Répke con- 
sistently urges that excessive national power 
“«. .. Should be abolished and not transferred to a 
higher geographical unit’’ (p. 108). 

Prescriptions for economic policy are clear and 
forthright. Policies should be adopted to facilitate 
the operation of competitive markets: the rule of 
law, stable currencies, separation of government 
and the economy, full convertibility of currencies 
under aegis of a gold standard, elimination of 
tariffs and exchange controls, and elimination of 
monopolistic power in commodity and labor mar- 
kets are all endorsed. Répke especially dislikes ex- 
change control, all forms of governmental plan- 
ning, and, curiously, fluctuating exchange rates. 


He insists upon the gold standard as an absolute 
necessity, and he comes close to labelling all op- 
ponents of a gold standard as “‘collectivists”’ (pp. 
252-53). 

In a sense this volume contains two books in- 
stead of one, and the author never reconciles the 
sharp conflicts between them. In the first book, 
Répke advances his ideal of world order and de- 
fends it against all criticism. The environmental 
setting is not specified, but it is assumed to be 
such as to permit this system to exist. Here his 
arguments are most forceful and confident; the 
opposition is utterly demolished. In the second 
book (which is actually intermingled with the 
first), Répke takes explicit cognizance of the com- 
munist bloc, nuclear power, war and recovery 
from war, and other realities policy must deal 
with. Here his arguments are drastically altered, 
and he is even found to be espousing opinions 
which he had attacked in other passages (where he 
was dealing with Book One). The book is full of 
examples of this dualism, but space permits us to 
mention only a few. 

First, much time is spent in making fun of the 
concept of a ‘‘dollar shortage”’ in the post-World 
War II period, and even the idea of an adverse 
balance of payments is ridiculed. Yet a few para- 
graphs later Répke writes: ‘“‘We can certainly 
talk of ‘dollar shortage’ in the sense that a politi- 
co-social catastrophe might occur if no help is 
given in a certain case. This was undoubtedly the 
case in many European countries after 1945’ (p. 
198). In another place, after having vigorously 
criticized those who question the doctrine of com- 
parative advantage, he says there is after all a 
“grain of truth” in these arguments, and points 
out that periods of transition involve frictions, 
disequilibria in the balance of payments, and 
difficult adaptations to changed circumstances (p. 
183). Not even a Balogh would ask for much more 
than this. 

Répke is eager to reduce the power of national 
governments, and in some places he will brook no 
argument against this course. But he recognizes 
that his world of decentralized federal unions can- 
not co-exist with the ‘‘communist imperium,’’ and 
this alters the situation. Large military budgets 
are necessary, although Répke elsewhere opposes 
large national budgets. Further, in dealing with 
this collectivist ‘foreign body”’ in the world econ- 
omy, the liberal world must use the methods of 
collectivism. It must apply the ‘“‘methods of en- 
forced bilateralism’’ and utilize a variety of 
“short-time makeshifts.’’ Répke’s vision of an 
ideal world often founders on this ideological 
foreign body. He wants the communist bloc to go 
away, but he has no positive proposals to achieve 
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this end, and he resists (in Book One) the view 
that the very existence of this bloc limits the 
ability of the free world to make some of the 
choices he urges upon it. This accounts for some 
of the dichotomy between Books One and Two. 
(Incidentally, the United States is blamed for 
having “incomprehensively”’ (sic) allowed China 
to fall to communism (p. 60) .] 

On international organizations, Répke first ap- 
proves, then grows skeptical. He ends up rejecting 
all specific proposals discussed. Although ‘‘on the 
one hand we are all agreed that a supra-national 
organization is a necessity,’’ on the other he wants 
a number of conditions satisfied so that ‘‘. . .the 
supreme power has been so decentralized as to 
make it innoxious (sic)* both at home and abroad.” 
(Pp. 23 and 44.) Similarly, Répke at first seems to 
favor European integration, recognizing it to be a 
true foree and longing. He wants it to take the 
form of a federal union of small states, the union 
not to become a strong central government. Yet 
at the same time its raison d’etre is that it forms a 
bulwark against communism. Toward the end of 
the book, Répke rejects all forms of European in- 
tegration, except a kind that would be available 
without regionalism under the gold standard. 

This book is full of provocative and controver- 
sial judgments and proposals. On economic devel- 
opment, Répke advises underdeveloped countries 
to stick to primary production. He argues that 
attempts to industrialize will bring chaos and in- 
crease the chances of a communist takeover. 
Similarly, he argues that the free world is just now 
“least able to afford the emancipation of colonial 
peoples’ and must therefore seek to delay the end 
of the colonial system, this also because of com- 
munist dangers. 

Partisans of widely different persuasions can 
find ammunition here. The sad part is that Répke 
does not successfully draw upon the strengths of 
Book One to deal effectively with the grave 
problems and dangers of Book Two. 

James C. INGRAM 

University of North Carolina 


The Persecution of Huguenots and French Economic 
Development, 1680-1720. By Warren Candler 
Scoville. Berkeley and Los Angeles: Univer- 
sity of California Press, 1960. Pp. x, 497. $6.50. 

For almost a century French Protestants en- 
joyed freedom of worship under the terms of the 

Edict of Nantes, issued by Henry IV in 1598. The 

revocation of the Edict of Nantes in 1685 deprived 

the Huguenots, as the French Calvinists were 


* These are no doubt translator’s errors. They 
are numerous. 


called, of religious and civil liberties and drove 
many of the persecuted sect out of the country. 
One of the perdurable by-products of the revoca- 
tion was an historical polemic, which has never 
been satisfactorily resolved. From massive manu- 
script sources in French archives and hundreds of 
books and articles Professor Scoville has skillfully 
assembled materials to test the hypothesis, sub- 
scribed to by the economist Richard Cantillon 
among others, that the revocation of the Edict of 
Nantes was the principal cause of the economic 
decline of France in the closing years of the reign 
of Louis XIV. 

Concerning the secular stagnation of the French 
economy in 1683-1717 there is not much room for 
argument. Examination of demographic data, pub- 
lic finance records, and the statistics of agricul- 
ture, manufacturing, and trade confirm that, 
“almost immediately after Colbert’s death... 
France plunged into one of the most acute and 
prolonged periods of economic distress in her his- 
tory.’? The question posed by Scoville is whether 
historians (and even contemporary observers) who 
blamed religious persecution for the economic de- 
cline may not have been caught in the trap of 
post hoc, ergo propter hoc. 

As a matter of fact, as early as 1661 Louis XIV 
began to undermine the guarantees afforded Hu- 
guenots by the Edict of Nantes. More than 300 
orders and decrees ousted them from accustomed 
places of worship, restricted their right to hold 
public office, imposed discriminatory taxation, 
and “stigmatized and penalized still further an 
already despised minority.’”? Despite these re- 
straints on individual and property rights, in the 
two decades prior to the revocation the Hugue- 
nots ‘‘concentrated their energies on economic 
activities with remarkable success.”’ 

The reign of terror which followed the revoca- 
tion induced considerable emigration, and it is 
the drain of capital, entrepreneurs, and artisans 
which is most often advanced as the proximate 
cause of France’s economic difficulties. Quantita- 
tively, the available data do not make a good case 
for this view. In 1685 the Huguenots made up 
not more than a tenth of the population; and out 
of 144 to 2 million Protestants, possibly 200,000 
emigrated shortly before or after the revocation. 
But the 200,000 who fled ‘‘were drawn from its 
most industrious, most enterprising, and most 
economically active citizens.”’ 

The reader who expects Scoville to show con- 
clusively that the revocation had nothing to do 
with the protracted depression or, alternatively, 
that religious oppression provides the best ex- 
planation of the decline will be disappointed and, 
perhaps, even a bit frustrated. Clearly, in selected 
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instances (e.g., papermaking) the withdrawal of 
Protestant capitalists and craftsmen was a sig- 
nificant factor in industry’s distress; if nothing 
else, the frantic efforts of the government to en- 
courage them to return furnishes acceptable evi- 
dence that some expatriates were not expendable. 
On the other hand, “contrary to what has fre- 
quently been alleged, not a single one of all the 
woolen manufactories that operated on a rela- 
tively large scale anywhere in France seems to 
have folded up because of the revocation.’’ Many 
Huguenots bowed to pressure to renounce their 
faith; more numerous were those who persisted 
in their heresy but did not emigrate. Among the 
latter were individuals whose inferior social status 
inspired them to redouble their efforts in pursuit 
of profit. But Scoville is wary of applying the 
“Protestant ethic’’ to the interpretation of the 
material success of the Huguenots: ‘“‘The mere 
fact that Huguenots made a favorable showing in 
economic activity does not prove that Protestant 
ideology reinforced their economic drives or that 
Protestantism as a way of life conflicted with 
such drives less than Catholicism.”’ 

What, then, if it is possible to say, were the 
causes of the decline of France? A great deal may 
be explained by two major wars (League of Augs- 
burg and Spanish Succession), as a result of which 
the government ‘“‘manipulated money, created 
and sold public offices, devised new taxes, and 
plunged deeper and deeper into debt.’’ Manufac- 
turing and trade flourished under Colbert, de- 
spite government intervention; after Colbert’s 
time the regulatory machinery became more 
burdensome and the bureaucracy charged with 
operating it, less competent. Tariffs were fre- 
quently and arbitrarily raised, and retaliation 
deprived France of foreign markets. ‘‘Depopula- 
tion became a problem after 1683.’’ For this phe- 
nomenon no single explanation suffices, but in- 
creased mortality from recurrent famine was as 
important as emigration for religious reasons. 
England and Holland forged ahead in the period 
under study. While it is true that both countries 
were the beneficiaries of a windfall in the shape 
of capitalists and workers who fled France, the 
more important ‘“‘causes’’ of English and Dutch 
development were favorable political, social, and 
economic institutions. France resumed her eco- 
nomic advance under the Regency, although 
Protestants still suffered the disabilities imposed 
by the revocation of the Edict of Nantes. 

Such, in brief, are the considerations which 
lead Scoville to the conclusion that the downturn 
in French economic development, which coin- 
cided with the revocation, cannot be viewed as 
the direct result of religious persecution. How 


much the harsh treatment of the Huguenots ac. 
accelerated the decline or retarded recovery is a 
question that cannot be answered with precision. 
Lest anyone think, however, that the author has 
spent thousands of hours in research to become 
an apologist for Louis XIV, one of Scoville’s con- 
cluding paragraphs makes his position unequivo- 
eal: ‘‘The revocation still stands condemned as g 
crime against man, for it violated individual free- 
dom and human dignity. How can one estimate 
the harm wrought by distorting and perverting 
the moral decency and character of Frenchmen 
who actively participated in the persecution of 
their fellow men, or who passively witnessed the 
acts of cruelty?”’ 

Liithy’s history of Protestant banking from 
1685 to 1789, published after The Persecution of 
Huguenots went to press, shows the possibility 
of making fruitful case studies of particular busi- 
nesses in which the Huguenots were prominent; 
but to retrace Scoville’s patient steps through 
manuscript and printed word in the hope of un- 
covering radically different testimony would, I 
believe, be a poor use of resources. If pressed to 
find fault with this impressive and well written 
book, I would begin, and end, with a minor one— 
the skimpy index. It locates ‘‘gin’’ (on two pages) 
but omits Max Weber, who is mentioned on at 
least three pages. There is an entry for ‘‘accelera- 
tion of derived demand,’’ but none for ‘“‘prices.”’ 
(I could turn to ‘‘deflation,’’ but not “‘inflation’’.) 
Not by way of consolation, but as a matter of 
fact, it may be noted that if the author were a 
French scholar, I would probably have no index 
to criticize. 

Rosert 8. Smita 

Duke University 


Flexible Exchange Rates: Theory and Controversy. 
By Egon Sohmen. Chicago, IIl.: University 
of Chicago Press, 1961. Pp. xiv, 173. $5.00. 

The practice of ‘“‘pegging’’ foreign-exchange 
rates (i.e., maintaining the exchange ratio of 
domestic for foreign currency within relatively 
narrow limits through discretionary purchases 
and sales of currencies by the domestic monetary 
authorities) is one of the milder current forms of 
direct intervention in the foreign-exchange mar- 
ket. It arose during the interwar period after the 
universal abandonment of the international gold 
standard (non-discretionary pegging) and after 
several experiments with freely-fluctuating rates 
proved unsuccessful. Though exchange-rate peg- 
ging has now become a common feature of mone- 
tary management in most of the chief trading 

nations of the world, the wisdom of its use as a 

tool of domestic policy has long been severely 
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questioned, especially by free-market enthusiasts 
and particularly in times of balance-of-payments 
difficulties. 

The monograph under review argues persua- 
sively for the reestablishment of free markets in 
foreign exchange with a comprehensive theoreti- 
cal critique of notions of existing conditions on 
which exchange-rate freezing is usually justified. 
These notions include anticipations of low de- 
mand elasticities (for imports and exports) when 
devaluation is considered, as well as unsettling 
price, income, employment, and terms-of-trade 
effects of such a move; fears of massive capital 
outflows (capital ‘‘flight’’) induced by a depreciat- 
ing currency and accelerated by destabilizing 
speculation; and more or less vaguely-articulated 
beliefs in the general incompatibility of a long- 
range plan for economic growth with an uncon- 
trolled market in foreign exchange. With all of 
these Professor Sohmen deals meticulously, re- 
fining and amplifying some already well-known 
criticisms of exchange-rate manipulation (for 
example, M. Friedman’s classic, ‘“The Case for 
Flexible Exchange Rates,’’ Essays in Positive 
Economics, Chicago, 1953) and adding some tell- 
ing arguments of his own. Sohmen’s questioning 
of inflation as a necessary consequence of the 
freeing of exchange rates casts new light on a 
much-debated issue, and his examination of the 
effects of unrestricted capital movements on the 
exchange market, as well as his discussion of the 
functioning of the ‘‘forward’’ market in foreign 
exchange, contains much that is sound and origi- 
nal. 

In his brief foray into the area of policy pre- 
scription, the author advocates monetary and 
fiscal policies that would promote at least long- 
run equilibrium in the exchange market, to the 
extent that short-run disequilibria can be bridged 
by available exchange reserves. Nor does he 
entirely rule out direct intervention by govern- 
ment, but would limit this to the ‘‘forward’’ 
rather than to the ‘‘spot’’ exchange market and 
then for only as long as the occasion warrants. In 
brief, domestic policy is to be undertaken not to 
insulate the exchange market against internal 
economic change, which apparently cannot long 
be successful, but to provide a smooth internal 
adjustment to external forces manifest in the 
fluctuations of an unconstrained exchange rate. 

While the author’s theoretical virtuosity leaves 
little to be desired, there is some doubt as to the 
degree to which his logic sharpens our apprecia- 
tion of the problems of monetary authorities in 
countries whose national welfare is so vitally de- 
pendent upon a well-functioning exchange mar- 
ket. Stabilizing speculation in a free market is 


shown to be at least as probable as destabilizing 
speculation, but to argue thus for freely-fluctuat- 
ing rates is to ignore the potentially serious con- 
sequences of the latter possibility. Furthermore, 
Sohmen’s analysis is carried out largely in terms 
of comparative statics; certainly the dynamic im- 
plication of exchange-rate movements (e.g., 
changing expectations and structural relation- 
ships) cannot afford to be neglected by those to 
whom responsibility for policy and the achieve- 
ment of diverse, if not conflicting, goals is en- 
trusted. Nor can matters of risk and uncertainty 
be wholly eliminated by the establishment of a 
forward market in which direct intervention may 
periodically occur. 

Sohmen provides no fresh inductive evidence 
in his challenge to the plausibility of conditions 
justifying intervention, and the empirical studies 
cited can hardly be construed as furnishing 
‘forceful support’’ for his views—as is claimed. 
These studies represent a painfully limited sam- 
ple of relevant experience, and to one familiar 
with them the evidence collected is not necessar- 
ily open to unambiguous interpretation. 

Judged as a piece of economic literature, the 
author’s terse style and closely-reasoned analysis 
makes this monograph rewarding though not 
simple reading. Not the least of its virtues is its 
wealth of bibliographical references on one of the 
most interesting and controversial areas of in- 
ternational economics. For teacher and student 
alike, this alone will be much appreciated. 

Seymour S. GoopMAN 

Tulane University 


The Rich and the Poor. By Robert Theobald. New 
York: Clarkson N. Potter, 1960. Pp. xii, 196. 
$4.50. 

Although it is easy reading this book may dis- 
courage even the most avid student of economics. 
Its subject is opportune: the raising of the poor of 
the world to the level of the rich through social 
action. But a prescription is difficult to piece to- 
gether from a diversity of ideas garnered from 
economics, social anthropology, and social psy- 
chology. J. M. Keynes and J. K. Galbraith are 
the primary authorities, and Margaret Mead, 
Pearl Buck, Robert Redfield and others, the sec- 
ondary. 

The argument is directed largely against neo- 
classical economics. Present-day world conditions 
obscure its application. Singular attention is 
given to the hypothesis that attitudes towards 
work, saving, and investment throughout the 
world today differ greatly from those assumed 
under the neoclassical prescription. With this 
position there may be partial agreement but the 
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backward bending supply curve—the focus of the 
author’s assault—is only one of a number of 
‘vicious circles”’ of the poor economy. 

The author really does not identify which facet 
of neoclassical economics worries him. If his 
quarrel is with the behavioral then he is justified 
in his criticism. More than a few of the behavioral 
assumptions of neoclassical economics are dis- 
tantly removed from the Africo-Eurasiatic world, 
where strident efforts to change the lot of the 
multitudes resound on all sides. 

The normative aspect of neoclassical economics 
does not pretend to fit all and every culture, how- 
ever. It states fundamentally the conditions of 
operation of an economy if that economy is to 
achieve maximum resource use. To be sure, the 
neoclassical is but one of conceivably many pos- 
sible models which could be designed to do the 
same thing, but until such variants are spelled 
out there seems to be little reason for dumping 
this model, especially when it may be amenable 
to modification. No working economist denies 
all of this and almost everyone recognizes that 
human behavior is diverse and that model build- 
ing must reflect this fact. When, however, the 
author looks with dissatisfaction at neoclassical 
economics because he believes that it has ignored 
the sociological foundations of theory he is wrong. 
A product of Cambridge University, he should 
surely be familiar with the sociology of Alfred 
Marshall. 

Having gone all out to pound the lectern with 
his figurative shoe on the subject of the poor and 
the rich, he goes on to remonstrate with the econ- 
omist that the prescription for the development 
of the poor nations must be based upon theory 
having interdisciplinary origins. This emphasis 
is hardly new. Nearly everyone who has spent 
some time in the poor nations of the world on an 
economic mission comes back home shouting this 
need from the house tops. It is asserted, further- 
more, that each nation has its own problems of 
economic development and each its own solution. 
But no one brings forth a theory so conceived 
and founded. The issue remains: how does the 
policy-deviser concerned with backward areas 
apply the separate social sciences to their prob- 
lems? About all that he can do is to study the 
principles of each and then, whether he be an 
anthropologist, sociologist, psychologist, or econ- 
omist, go his own way as he attempts the close-at- 
hand analysis. Thus, the economist, while cog- 
nizant of the value to him of the other social 
sciences, finds that he has to evolve his own be- 
havioral theory. A rereading of Keynes’ General 
Theory should show that this is the favorite and 
perhaps the only possible approach. 


In spite of his antipathy towards it, tempered 
touches of neoclassical theory come to share a 
place in the author’s thinking about the economic 
development of the poor nation. He concedes 
that there must be work, saving, and investment 
if a nation is to advance. But he provides no sys- 
tematic juncture of the disciplines in this venture 
into theory. His statements are largely obiter 
dicta and he invents no new theory of economic 
development. The residue of the argument is tied 
principally to the Malthus-Hobson-Keynes theory 
of maintaining aggregate demand, which, since 
it failed to explain the continuous post-war pros- 
perity, is now taking on a new coloration. Its 
advocates, among them the author, again about 
to lose faith in the consumer’s willingness to con- 
tribute to the maintenance of funds needed to 
equate total demand and total supply, are return- 
ing to the belief that ‘‘affluent” societies can 
spend much more than is done on things which 
the consumer may value less than he does the 
goods bought by him. But this theory is far from 
being a theory of economic development. At its 
best, it is a return to Keynesian orthodoxy, a 
short-run monetary theory that affords no ex- 
planation of the forces which control the economic 
development of the poor nation. In this respect 
both Keynesian and neoclassical economics are 
paupers. The application of neoclassical and 
later Keynesian economics in the western world 
clearly had another setting than that to be found 
in the Africo-Eurasiatic world. The American 
Revolution was not a revolution of the poor pri- 
marily and most of the poor of that day were 
surprisingly well fed. 

The poor nations today will no doubt move in 
directions away from those taken by western 
societies in the great advances made by them 
since 1750. They will not in all likelihood reflect 
upon the economic rebirth today of Western Ger- 
many, France, and Italy along classical lines; 
even Japan’s success is being ignored. For Russia 
has demonstrated that, if the costs of human 
liberty and even the health of the individual are 
set aside and if it has some resources, a nation 
can raise its economic level significantly and 
rapidly through a simple (to them) authoritarian 
approach. Many a poor nation will look with 
favor upon such method, especially those with 
multitudes of their peoples suffering from a mal- 
nutrition which leaves them mentally incapable 
of making the socioeconomic decisions necessary 
to achieving growth. Contrary to the author’s 
views on these matters, these peoples are often 
reduced to such a state of life that they hardly 
know their own desires and satisfactions. To them 
freedom means nothing for they have never 
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known it. They live under continuous fear, par- 
ticularly the fear which comes from ignorance. 
If these nations are to be advanced these multi- 
tudes may have to be lifted virtually bodily from 
their lowly status for they can hardly help them- 
selves. 

The burning question which remains unan- 
swered by the author and others of his inclina- 
tions who attack the momentous problem of 
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economic development is: how can America with 
its set of values help the poor nations with their 
own sets of values and at the same time retain 
its values to the extent it may so desire? Is there 
much that America can do unless it ascribes in 
part to the authoritarian way? This is an odious 
dilemma but it manifestly must be faced. 
Ernst W. SWANSON 


North Carolina State College 





NOTES 


ANNOUNCEMENT 


The Thirty-First Annual Conference of the 
Southern Economic Association will be held on 
November 10 and 11, 1961, at the Peabody Hotel, 
Memphis, Tennessee. 


DEATHS 


J. R. Vandergrift, professor of accounting at 
the Oklahoma State University, died on July 18, 
1960. 

Erich W. Zimmerman, professor of economics 
at the University of Texas since 1942, died on 
February 16, 1961. 


APPOINTMENTS, PROMOTIONS, RESIGNATIONS 


Wilton T. Anderson, professor of accounting, 
Oklahoma State University, who joined the fac- 
ulty in September 1960, has been appointed head 
of the Department of Accounting effective Sep- 
tember 1961. He is also serving as chairman, 
American Accounting Association Teaching- 
Methods-Case Methods Committee. 

J. K. Bailey has resigned as chairman of the 
Department of Management at the University of 
Texas to return to full-time teaching. 

P. A. Ballesteros, of the Economics Depart- 
ment, Northeastern State College (Okla.), is the 
recipient of a Ford Foundation Faculty Research 
Seminar Fellowship. 

Russell H. Baugh, professor of economics at 
Oklahoma State University, was on sabbatical 
leave for the academic year 1960-1961. 

J.O. Blackburn, formerly of the Department of 
Economics and Business Administration, Duke 
University, has been appointed assistant pro- 
fessor of business administration at American 
University of Beirut, Beirut, Lebanon, effective 
September 19, 1961. 

Donald E. Bostron, of Indiana University, has 
been appointed assistant professor of manage- 
ment at the University of Texas, effective Sep- 
tember 1961. 

W. Donald Bowles, assistant professor of eco- 
nomics at American University, has been ap- 
pointed Washington, D. C., correspondent for 
the Southern Economic Journal. 

Wanda M. Broussard, assistant professor of 
business at Grambling College, is on leave for 
study toward the doctorate degree at the Univer- 
sity of Texas. 

David W. Brown has been appointed extension 
economist in farm management within the De- 
partment of Agricultural Economics and Socio- 
ogy at Texas A. and M. College. 


Walter Buckingham, director of the School of 
Industrial Management, Georgia Institute of 
Technology, has been appointed staff director of 
the United States House of Representatives Sub- 
committee on Unemployment and the Impact of 
Automation. He will be on leave during his as- 
signment in Washington. 

George Bullard has been appointed assistant 
professor of marketing at Mississippi Southern 
College. 

James F. Butler has been appointed assistant 
professor of statistics and economics at Louisiana 
Polytechnic Institute. 

John Chant has been appointed instructor in 
economics in the Department of Economics and 
Business Administration, Duke University. 

Donald Raymond Childress was appointed 
associate dean of the College of Business Admin- 
istration, University of Oklahoma, effective 
Summer 1960. 

Alvin Cohen, instructor of economics, Univer- 
sity of Florida, has been appointed Fulbright 
Lecturer at the University of San Marcos in Lima, 
Peru, 1961-1962. 

Sherman Dallis, associate professor of indus- 
trial management, has been appointed acting 
director of the School of Industrial Management, 
Georgia Institute of Technology. 

David G. Davies, formerly associate professor 
at the University of Cincinnati, has been ap- 
pointed associate professor of economics at Duke 
University. 

David Glyn Davies, who is completing his 
graduate work at the University of North Caro- 
lina, has received a one-year appointment as in- 
structor in economics at Duke University for 
1961-1962. 

Ralph L. Day, assistant professor of marketing 
at the University of Texas, will be on leave to 
serve in a visiting capacity at Carnegie Techno- 
logical Institute during 1961-1962. 

Louis De Alessi, formerly at the University of 
California, Los Angeles, has been appointed as- 
sistant professor of economics at Duke Univer- 
sity. 

Norton T. Dodge, assistant professor of eco- 
nomics at the University of Maryland, has re- 
ceived a faculty research fellowship from the 
Ford Foundation and will be on leave during the 
1961-1962 academic year. 

William P. Dommermuth, of Northwestern 
University, has been appointed to the marketing 
faculty of the University of Texas, effective Sep- 
tember 1961. 
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Richard M. Duvall, formerly instructor at 
Duke University, has been appointed assistant 
professor of business statistics at the University 
of Texas, effective September 1961. 

James B. Dyer has been appointed assistant 
professor of business at Jacksonville State Col- 
lege (Ala.). 

Roy B. Eastin, formerly executive officer, U. S. 
Government Printing Office, has been named pro- 
fessor of business administration at George 
Washington University. 

Gene Edward has been appointed assistant 
professor of political science at Harding College. 

Harry H. Elwell, Jr., formerly with the Univer- 
sity of Illinois, has been appointed associate pro- 
fessor of marketing at Florida State University. 

Persis Emmett has been appointed assistant 
professor in marketing and management at Flor- 
ida State University, effective September 1960. 

Stephen Enke, formerly with the Rand Corpo- 
ration and recently at the University of Cape 
Town, has been appointed professor of economics 
at Duke University. 

Richard F. Ericson, formerly associate pro- 
fessor of management at the State University of 
Iowa, has been named professor of business ad- 
ministration at George Washington University. 

Edward Ettin, of the University of Michigan, 
has been appointed assistant professor of eco- 
nomics at Duke University, beginning with the 
second semester 1961-1962. 

James W. Giese, of the University of Illinois, 
has been appointed assistant professor of account- 
ing at the University of Texas, effective Septem- 
ber 1961. 

John G. Gurley, professor of economics at the 
University of Maryland, will join the Depart- 
ment of Economics at Stanford University in the 
fall of 1961 as professor of economics. 

Herbert R. Hahn has resigned from the De- 
partment of Economics and Business Adminis- 
tration, Duke University, to accept a position 
with the First Union National Bank, Charlotte, 
N. C., effective June 1961. 

Mark Hanna, of the Department of Economics 
and Business Administration, has resumed his 
teaching duties at Auburn University after a 
quarter’s leave of absence while working on his 
doctorate at the University of North Carolina. 

James T. Hard, of Louisiana State University, 
has been appointed assistant professor of account- 
ing at the University of Texas, effective Septem- 
ber 1961. 

B. F. Harrison, professor of accounting, Okla- 
homa State University, will become head emeritus 
of the Accounting Department in September 1961. 

Judge Loren P. Hillsinger, retired, served dur- 
ing the Winter and Spring terms at Rollins Col- 


lege as instructor in the Undergraduate Division 
and in the Graduate Program in Business Ad- 
ministration. 

Owen Horwood, of the University of Natal of 
the Republic of South Africa, has been appointed 
visiting professor of economics at Duke Univer- 
sity for the first semester 1961-1962. 

John H. James, formerly of Indiana Univer- 
sity has been appointed assistant professor of 
management of the University of Florida, begin- 
ning in September 1961. 

O’Neill Kane has been appointed instructor in 
economics and business administration at Rollins 
College for the year 1961-1962. 

Calvin Kennedy will join the East Central 
State College staff in September 1961 teaching 
business and economics courses. 

John A. Kincannon has been promoted to as- 
sociate professor of agricultural economics at 
Texas A. andM. College. 

Donald King, of the University of North Caro- 
lina, has been appointed instructor in economics 
for 1961-1962 at Duke University. 

Richard I. Leighton, formerly of Duke Univer- 
sity has been appointed assistant professor of 
economics at the College of William and Mary. 

Ross W. Lovell, of the University of Texas, has 
been appointed assistant professor of manage- 
ment at the University of Houston, effective 
September 1961. 

P. John Lymberopoulos, formerly instructor of 
business statistics at the University of Texas, has 
been appointed assistant professor of statistics 
at Ohio State University, effective September 
1961. 

G. B. McCowen, professor of accounting, 
Oklahoma State University, is scheduled to retire 
at the end of the spring 1961 semester. 

John G. McNeely, professor of agricultural 
economics at Texas A. and M. College, served as 
ICA consultant in Argentina in September and 
October of 1960. 

John E. Maxwell has been appointed assistant 
professor of business at Louisiana Polytechnic 
Institute. 

Jarvis Miller has been promoted to associate 
professor of agricultural economics at Texas A. 
and M. College. During the next two years, he 
will serve as agricultural economics advisor to 
ICA, working with Argentine argicultural officials 
on livestock marketing research. 

W. L. Miller, of the Department of Economics 
and Business Administration at Auburn Univer- 
sity, has received a grant from the Inter-Univer- 
sity Committee for Economic Research on the 
South. 

Marshall Milligan, of the College of Business 
Administration, University of Tulsa, resigned in 
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September 1961, to head the Economics Depart- 
ment of Skelly Oil Company. 

Thomas. H. Naylor has been appointed instruc- 
tor in management at Tulane University. 

Grover A. J. Noetzel, dean of the School of 
Business Administration, University of Miami, 
has resigned, effective September 1961. He will 
remain at the University as professor of eco- 
nomics. 

Richard Norgaard, of the University of Min- 
nesota, has been appointed assistant professor of 
finance at the University of Texas, effective Sep- 
tember 1961. 

Neil R. Paine has been appointed assistant 
professor of general business at the University of 
Houston. 

James M. Parrish has resigned as dean, School 
of Business and Industry, Mississippi State 
University, to accept the position of director of 
education, Officers Assignment Directorate, De- 
partment of the Army. 

Richard Pasternak has been appointed assist- 
ant professor of economics and business adminis- 
tration at Rollins College for the year 1961-1962. 

S. E. Robb, formerly of the University of 
Texas, has been appointed assistant professor of 
management at the University of Illinois, effec- 
tive September 1961. 

Richard L. Rowan, who was a part-time instruc- 
tor in economics and took his Ph.D. degree in 
June at the University of North Carolina, has 
been appointed lecturer in economics at the 
Wharton School of Finance and Commerce, Uni- 
versity of Pennsylvania, effective September 
1961. 

Everett Royer, associate dean of the School of 
Business Administration, University of Miami, 
has resigned that position, effective September 
1961. He wiil remain at the University as chair- 
man and professor, Department of Accounting. 

Charles L. Schultze, associate professor of 
economics at Indiana University, has been ap- 
pointed associate professor of economics at the 
University of Maryland, effective September 
1961. 

Ansel M. Sharp, economics director, College of 
Business Administration, Oklahoma State Uni- 
versity, has been appointed Oklahoma corre- 
spondent for the Southern Economic Journal. 

Issac Jacob Sollenberger, of the Department of 
Finance, University of Oklahoma, will retire in 
June 1961. 

B. H. Sord will become chairman of the De- 
partment of Management at the University of 
Texas, effective September 1961. 

Jack Starling, assistant professor of marketing 
at Mississippi Southern College, has resigned to 
do graduate work. 


Randall Stelly has been promoted to associate 
professor of agricultural economics at Texas A. 
and M. College. 

Harvey D. Tschirgi, formerly with the Univer- 
sity of California at Los Angeles while complet- 
ing his doctoral requirements, has been appointed 
assistant professor in management at Florida 
State University, effective September 1961. 

James C. Vadakiu was appointed chairman of 
the Economics Department at the University of 
Miami, effective February 1961. 

Richard Vreeland has been appointed chair- 
man of the Department of Marketing at Missis- 
sippi Southern College. 

Jack Wagle, professor of marketing, has been 
appointed head of the Department of General 
Business and director of the M. B. A. Program at 
Oxiahoma State University. 

Richard L. Wallace, formerly of Vanderbilt 
University, has been appointed instructor in 
economics at Florida State University, effective 
September 1961. 

Wallace W. Webb, formerly university fellow 
and part-time instructor in economics at the 
University of North Carolina, has been appointed 
assistant professor of economics at the Univer- 
sity of South Carolina, effective September 1961. 

Paul A. Weinstein has resigned as instructor of 
economics at Oklahoma State University to ac- 
cept a position as assistant professor of economics 
at the University of Pittsburgh. 

C. Glyn Williams, formerly of Queens College 
(N. C.), has been appointed assistant professor of 
economics for 1961-1962 at the University of 
Alberta in Edmonton, Canada. 


NEW MEMBERS 


The following names have been added to the 
membership of the Southern Economic Associa- 
tion: 

Mohi U. Ahmed, Duke University, Durham, N. C. 

Jack Blicksilver, Georgia State College of Busi- 
ness Administration, Atlanta, Ga. 

W. Donald Bowles, American University, Wash- 

ing, D. C. 

Charles E. Brewer, Queens College, Charlotte, 

N.C. 

Dan D. Davis, Southern Methodist University, 

Dallas, Tex. 

Louis Dow, University of Oklahoma, Norman, 

Okla. 

Henry Engler, Loyola University, New Orleans, 

La. 

Andreas S. Gerakis, 2044 University Boulevard, 

Jacksonville, Fla. 

Lewis E. Hill, Clemson College, Clemson, S. C. 
Philip D. Jones, Macmillan Company, 60 Fifth 
Avenue, New York, N. Y. 
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Randolph G. Kinabrew, University of Missis- 
sippi, University, Miss. 

Clarence D. Long, Johns Hopkins University, 
Baltimore, Md. 

Rosemary MacLellan, College of William and 
Mary, Williamsburg, Va. 

Samuel Hudgins Phillips, Jr., University of Vir- 
ginia, Charlottesville, Va. 

Emmanuel Nicholas Roussakis, Fisk University, 
Nashville, Tenn. 
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Richard Sielaff, University of Minnesota, Duluth, 
Minn. 

Louis L. Szep, 5427 Monticello, Dallas, Tex. 

Melville J. Ulmer, 6605 Little Falls Road, Arling- 
ton, Va. 

Hugh D. Walker, Vanderbilt University, Nash- 
ville, Tenn. 

Martin P. Wehling, Mississippi Southern College, 
Hattiesburg, Miss. 

Jiro Yokoyama, Foreign Department, Japan De- 
velopment Bank, Tokyo, Japan. 
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build on the institutional discussion of money and 
banking and the generalized description of public 
revenues and tax sources. Aided by hundreds of 
charts and graphs that illustrate focus the dis- 
cussions, the text is distinguished for its clarity; im- 
tant interrelationships, analytical comparisons, 
istorical references, and contemporary ications 
are emphasized. Student Workbook and Instructor's 
Manual available. 1961. 878 pp. $7.00 


Elements of Business Enterprise 


DWIGHT L. GENTRY and CHARLES A. TAFF 
—both University of Maryland 


New. This outstanding book interrelates the functions 
of management and integrates the role of business 
enterprise in the social ont economic order. Avoiding 
confusing detail, it provides a balanced presentation 
of the entire scope of business administration. Book 
stresses the seued euananeate inciples that underlie 
the organization, operation, and control of the various 
types of business enterprise and the functions they 
perform; describes our free enterprise system and how 


it works to produce and distribute goods and services. 
All areas of operation and administration are treated 
with proper emphasis. Discussion questions and case 
problems after each chapter raise provocative points 
involving social, economic, and political problems as 
they relate to business and involve the student in ad- 
ministrative decision-making situations. Instructor’s 
Manual available. 1961. 705 pp. $7.00 


Marketing Management 
KENNETH R. DAVIS, Dartmouth College 


New. Combining and integrating text material with 
fully developed, carefully constructed cases, this book 
presents the basic concepts of marketing from the 
management viewpoint. It provides an excellent back- 
ground for the development of analytical skill in the 
solution of marketing problems based on actual busi- 
ness situations. The nature, scope, and complexity of 
the problems underlying the decision-making proc- 
esses in marketing are clearly developed. Descriptive 


material, lengthy historical discussions, and detailed 
presentation of functional areas are kept to a mini- 
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wal available. 1961. 824 pp. $8.00 
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ECONOMIC ANALYSIS FOR BUSINESS DECISIONS 
By ALAN S. MANNE, Yale University. Available in September, 1961. 


This senior-graduate level volume surveys and introduces the new area that lies 
between the disciplines of economics and industrial administration. Four chapters 
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ventory models and sequential decision theory. Considerable emphasis is placed 
upon sensitivity analysis and the role played by implicit prices. 
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By DIRAN BODENHORN, University of Chicago. 318 pages, $6.75. 
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starts directly on the theory of the firm thereby reversing the usual procedure.” 


INTERMEDIATE ECONOMIC ANALYSIS 


By W. HARRISON CARTER and WILLIAM P. SNAVELY, University of 
Connecticut. 423 pages $6.95. 


This text is designed to present a clear and concise statement of the essentials of 
economic theory at an intermediate level. The major emphasis is on the purely 
theoretical analysis, including price theory, distribution theory and national income 
analysis. Suitable for a one semester course, there are 12 chapters on Price Analysis, 
6 on Distribution and Factor Price Analysis, and 2 on National Income. 


ECONOMICS: An Introductory Analysis, Fifth Edition 


By PAUL A. SAMUELSON, Massachusetts Institute of Technology. 855 pages, 
$7.50. 


In this completely updated edition of Samuelson’s outstanding text, the author has 
completely revised the Micro-Economics Section and has added new aids for the 
student and the teacher. As before, a remarkable combination of rigorous analysis 
and a singularly teachable approach. Ideal for a wide variety of introductory courses. 
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New Yale Paperbounds 


ROBERT TRIFFIN 


GOLD AND THE DOLLAR CRISIS 


The now famous “Triffin plan” is being vigorously debated by the Administration, 
by Congress, by economists, and in the daily press here and abroad. In hearings 
before the Joint Economic Committee of Congress, Senator Jacob K. Javits hailed 
it as “Absolutely the way to do it.... You have put your finger on the dilemma 
of the Western World, how to keep from tying its own hands behind its back.” 

In language easily accessible to the layman and fully documented for the expert, 
Gold and the Dollar Crisis places the whole question of the world monetary system 
in its broad historical and international perspective. It presents a challenging 
analysis of the causes for the present dollar crisis and outlines the long overdue 
reforms of our monetary institutions indispensable to the reconstruction of a sound 
and viable system of world payments in an expanding world economy. The first 
edition, published in May 1960, accurately forecast the crisis we are witnessing 
today. This new, up-to-date edition explains the later break in the London gold 
market and appraises the reactions of both the Eisenhower and the Kennedy ad- 
ministrations to the developing crisis and the programs adopted, or contemplated, 
to deal with it. 

The problem outlined in Gold and the Dollar Crisis received first billing in Presi- 
dent Kennedy’s Message on Gold and the Balance of Payments. Its study has been 
urgently entrusted to the Secretary of the Treasury by the President and is now 
being explored by the International Monetary Fund and in the capitals of all 


major foreign countries. 
A Yale Paperbound $1.45 


The first edition, cloth $5.00 
ALBERT O. HIRSCHMAN 


THE STRATEGY OF ECONOMIC DEVELOPMENT 


“Extremely interesting. ... Professor Hirschman’s obvious experience with practical 
problems ... provides an insight which is extremely rare in this cliché-ridden branch 
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